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EXPOSURE DRAFT 
PROPOSED STATEMENT OF POSITION 
ACCOUNTING FOR PERFORMANCE 
OF CONSTRUCTION-TYPE AND 
CERTAIN PRODUCTION-TYPE CONTRACTS 
DECEMBER 21 , 1979 
Prepared by the Construction Contractor Guide Committee 
Accounting Standards Division 
American Institute of Cert i f ied Public Accountants 
For comment f rom persons interested in accounting for contracts 
Comments should be received by Apri l 5, 1 9 8 0 , and addressed to 
Thomas W . McRae, Manager , Accounting Standards Division, File 2 3 5 7 
AICPA, 1211 Avenue of the Americas, N e w York , N.Y. 1 0 0 3 6 
M810890 
NOTICE OF PUBLIC HEARING 
The AICPA Accounting Standards Division will hold a public hearing, which will be conducted by the AICPA 
Construction Contractor Guide Committee, on the issues raised in the drafts of this statement of position and the 
related AICPA Audit and Accounting Guide for Construction Contractors. 
The hearing will be held on Tuesday, April 22, 1980, and, if necessary, Wednesday, April 23, 1980, between 
9:30 A.M. and 5:30 P.M., at the Fairfax Hotel in Washington, D.C. 
Those who wish to make oral presentations should observe the following procedures: 
March 11, 1980 Notification in writing of intent to make an oral presentation, including the names of individuals 
who will make the presentation, the organization they represent (if any), and the amount of 
time desired. 
March 25, 1980 Submission of written comments or summaries of proposed oral presentations. 
Those who do not desire to make oral presentations but who wish to submit written comments should do so by 
April 22, 1980. 
Requests to make an oral presentation and written comments and summaries should be addressed to 
Thomas W. McRae 
File . 2357 
American Institute of CPAs 
1211 Avenue of the Americas 
New York, N. Y. 10036 
Written comments and a transcript of the public hearing will be available for inspection at the AICPA offices in 
New York, and copies will be available for a reasonable fee. 
AICPA American Institute of Certified Public Accountants 1211 Avenue of the Americas, New York, New York 10036 (212) 575-6200 
December 21, 1979 
To interested parties: 
An exposure draft of a proposed statement of position on accounting for performance of 
construction-type and certain production-type contracts accompanies this letter. 
The exposure draft was prepared by the AICPA Construction Contractor Guide Committee . 
The FASB has issued FASB Statement no . 32, Specialized Accounting and Reporting Prin-
ciples and Practices in AICPA Statements of Position and Guides on Accounting and 
Auditing Matters, which designates specialized accounting and reporting principles 
and practices contained in enumerated statements of position and AICPA guides on ac-
counting and auditing matters as preferable accounting principles for purposes of 
applying APB Opinion no. 20, Accounting Changes. Paragraph 9 of the FASB statement 
concerns AICPA projects that are expected to result in the issuance of guides or 
statements of position within a year, which are listed in Appendix B of the FASB state-
ment. That paragraph states, "The Board plans to review any specialized principles and 
practices contained in any such SOPs and Guides before issuance and, if the Board finds 
them acceptable, it will, after appropriate due process, issue Interpretations of 
this (FASB) Statement announcing that they are preferable accounting principles for 
purposes of applying Opinion 20 . " 
The accompanying exposure draft is one of the projects that the FASB plans to review for 
designation by interpretation as preferable accounting principles for purposes of 
applying APB Opinion no. 20. To facilitate that review procedure, the AICPA is making 
the accompanying exposure draft available to those on the mailing lists of both the 
AICPA and the FASB. Your comments on this exposure draft should be sent to Thomas W. 
McRae, Manager, Accounting Standards Division, File 2357, AICPA, 1211 Avenue of the 
Americas, New York, N.Y. 10036. 
Comments received by the AICPA will be considered by the FASB when it reviews the final 
statement of position to determine whether to designate as preferable the specialized 
accounting principles and practices in the statement. 
The AICPA Accounting Standards Division urges respondents to give particular atten-
tion to the basis of choice between the percentage-of-completion method and the 
completed-contract method, as specified in paragraph 15 of Accounting Research Bulle-
tin no. 45 (ARB 45) , Long-Term Construction-Type Contracts. ARB 45 states 
. . . when estimates of cost to complete and extent of progress toward completion of 
long-term contracts are reasonably dependable, the percentage-of-completion 
method is preferable. When lack of dependable estimates or inherent hazards cause 
forecasts to be doubtful, the completed-contract method is preferable. [Emphasis 
added.] 
The use of the phrase "is preferable" in paragraphs 5, 21, and 23 of this statement of 
position in recommending criteria for the choice between the two generally accepted 
methods of contract accounting is consistent with the language in ARB 45. The division 
is particularly interested in respondents' views on whether the two generally ac-
This exposure draft has been sent to 
• practice offices of CPA firms 
• members of AICPA Council and technical committee 
chairmen 
• state society and chapter presidents, directors, and 
committee chairmen 
• organizations concerned with regulatory, supervisory, or 
other public disclosure of financial activities 
• persons on the FASB mailing list 
• persons who have requested copies 
cepted methods should be more definitively tailored to circumstances by changing the 
choice of method from one that is not mandatory to one that is mandatory when the cir-
cumstances indicate that a contractor or a contract meets specified criteria. There-
fore, respondents are urged to comment on that aspect of ARB 45 and the statement of 
position and to provide supporting reasons for their views. 
Concurrently with the distribution of the exposure draft of this statement of posi-
tion, the accounting standards division is making a more limited distribution of an 
exposure draft of an AICPA Audit and Accounting Guide for Construction Contractors, 
which is a proposed revision of the 1965 AICPA industry audit guide, Audits of Con-
struction Contractors. The audit and accounting guide includes this statement of po-
sition as an appendix. The guide incorporates the accounting provisions of the state-
ment of position, contains additional recommendations and guidance on accounting for 
construction contractors, and contains recommendations and guidance, consistent 
with the recommendations in this statement of position, on auditing construction con-
tractors. Recipients of this statement of position who are interested in that guide 
may obtain copies from the Order Department, AICPA, 1211 Avenue of the Americas, New 
York, N.Y. 10036 (telephone (212)-575-6426). 
Following the exposure period, the accounting standards division will hold a public 
hearing on this statement of position and the related guide. The time, place, and pro-
cedures for participation in the public hearing are set forth in the accompanying 
Notice of Public Hearing. 
Sincerely, 
Arthur R. Wyatt 
Chairman 
Accounting Standards Executive Committee 
Thomas W. McRae 
Manager 
Accounting Standards 
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PROPOSED STATEMENT OF POSITION: ACCOUNTING FOR PERFORMANCE 
OF CONSTRUCTION-TYPE AND CERTAIN PRODUCTION-TYPE CONTRACTS 
INTRODUCTION 
1. This s t a t emen t of posit ion 
provides guidance on the application 
of general ly accep ted account ing 
principles in accounting for the per-
formance of contracts for the con-
struction of facilities, the production 
of unique goods, or the provision of 
related services to a buyer's specifi-
cations. Changes in the business en-
vi ronment have increased signifi-
cantly the variety and uses of those 
types of contracts and the types of 
business enterprises that use them. 
In the present business environ-
ment , diverse types of contracts, 
ranging from relatively simple to 
highly complex and from relatively 
short to long-term, are widely used 
in many industries for construction, 
production, or provision of a broad 
range of goods and services. How-
ever, existing principles related to 
accounting for contracts were writ-
ten in t e r m s of l o n g - t e r m 
cons t ruc t ion - type con t rac t s , and 
they are not stated in sufficient detail 
for the scope of activities to which 
they presently are applied. Those ac-
tivities range far beyond the tradi-
tional construction-type activity (the 
design and physical construction of 
facilities such as buildings, roads, 
dams, and bridges) to include, for 
example, the development and pro-
duction of military and commercial 
aircraft, weapons delivery systems, 
space exploration ha rdware , and 
computer software. The division be-
lieves that guidance is now needed 
in this area of accounting. 
THE BASIC ACCOUNTING ISSUE 
2. T h e d e t e r m i n a t i o n of the 
point or points at which revenue 
should be recognized as earned and 
costs should be recognized as ex-
penses is a major accounting issue 
common to all business enterprises 
engaged in the performance of con-
tracts of the types covered by this 
statement. Accounting for such con-
tracts is essent ia l ly a process of 
measuring the results of relatively 
l o n g - t e r m e v e n t s and a l locat ing 
those results to relatively short-term 
accounting per iods . This involves 
considerable use of estimates in de-
termining revenues, costs, and prof-
its and in assigning the amounts to 
accounting periods. The process is 
complicated by the need to evaluate 
continually the uncertainties that are 
inherent in the performance of con-
tracts and by the need to rely on es-
timates of revenues, costs, and the 
extent of progress toward comple-
tion. 
PRESENT ACCOUNTING REQUIRE-
MENTS AND PRACTICES 
3. The pervas ive pr inc ip le of 
realization and its exceptions and 
modifications are central factors un-
derlying accounting for contracts. 
APB Statement 4 states the follow-
ing: 
Revenue is generally recognized when 
both of the following conditions are 
met: (1) the earnings process is com-
plete or virtually complete, and (2) an 
exchange has taken place. [Paragraph 
150] 
Revenue is sometimes recognized on 
bases other than the realization rule. 
For example, on long-term construc-
tion contracts revenue may be recog-
nized as construction progresses. This 
exception to the realization principle 
is based on the availability of evidence 
of the ultimate proceeds and the con-
sensus that a better measure of 
periodic income results. [Paragraph 
152] 
The exception to the usual revenue 
realization rule for long-term 
construction-type contracts, for exam-
ple, is justified in part because strict 
adherence to realization at the time of 
sale would produce results that are 
considered to be unreasonable. The 
judgment of the profession is that rev-
enue should be recognized in this 
situation as construction progresses. 
[Paragraph 173] 
4. Accounting Research Bulletin 
no . 45 (ARB 45), Long-Term 
Construction-Type Contracts, is-
sued by the AICPA Committee on 
Accounting Procedure in 1955, de-
scribes the two generally accepted 
methods of accounting for long-term 
construction-type contracts for fi-
nancial reporting purposes: 
• The percentage-of-completion 
method r ecogn izes i ncome as 
work on a contract progresses; 
recognition of revenues and prof-
its generally is related to costs in-
curred in providing the services 
required under the contract. 
• The completed-contract method 
recognizes income only when the 
contract is completed, or substan-
tially so, and all costs and related 
revenues are reported as deferred 
items in the balance sheet until 
that time. 
The use of either of the two gener-
ally accepted methods of accounting 
involves, to a greater or lesser ex-
tent, three key areas of estimates 
and uncertainties: (a) the extent of 
progress toward completion, (b) con-
t rac t r e v e n u e s , and (c) cont rac t 
costs. Although the ultimate amount 
of contract revenue is often subject 
to numerous uncertainties, the ac-
counting literature has given little 
attention to the difficulties of es-
timating contract revenue. 
5. Paragraph 15 of ARB 45 de-
scribes the circumstances in which 
each method is preferable as follows: 
The committee believes that in gen-
eral when estimates of costs to com-
plete and extent of progress toward 
completion of long-term contracts are 
reasonably dependable, the per-
centage-of-completion method is pre-
ferable. When lack of dependable es-
timates or inherent hazards cause 
forecasts to be doubtful, the com-
pleted-contract method is preferable. 
Both of the two generally accepted 
methods are widely used in practice. 
However, the two methods are fre-
quently applied differently in similar 
circumstances. The division believes 
that the two methods should be used 
in specif ied c i r c u m s t a n c e s and 
should not be used as acceptable al-
t e rna t ives for t h e same c i rcum-
stances. Accordingly, identifying the 
circumstances in which either of the 
methods is preferable and the ac-
counting that should be followed in 
the application of those methods are 
among the primary objectives of this 
statement of position. 
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6. In practice, methods are 
sometimes found that allocate con-
tract costs and revenues to account-
ing periods on the basis of cash re-
ceipts and payments or on the basis 
of contract billings and costs in-
curred. Those practices are not gen-
erally accepted methods of account-
ing for financial reporting purposes. 
However, those methods are appro-
priate for other purposes, such as the 
measurement of income for income 
tax purposes, for which the timing of 
cash transactions is a controlling fac-
tor. Recording the amounts billed or 
billable on a contract during a period 
as contract revenue of the period, 
and the costs incurred on the con-
tract as expenses of the period, is not 
acceptable for financial reporting 
purposes because the amounts billed 
or billable on a contract during a 
period are determined by contract 
terms and do not necessarily mea-
sure performance on the contract. 
Only by coincidence might those 
unacceptable methods produce re-
sults that approximate the results of 
the generally accepted method of ac-
counting for contracts that is appro-
priate in the circumstances. 
OTHER PRONOUNCEMENTS AND 
REGULATIONS AFFECTING 
CONTRACT ACCOUNTING 
7. Accounting Research Bulletin 
no. 43, chapter 11, "Government 
Contracts," prescribes generally ac-
cepted principles in three areas of 
accounting for government con-
tracts. Section A of that chapter 
deals with accounting problems aris-
ing under cost-plus-fixed-fee con-
tracts. Section B deals with certain 
aspects of the accounting for gov-
ernment contracts and subcontracts 
that are subject to renegotiation. 
Section C deals with problems in-
volved in accounting for certain ter-
minated war and defense contracts. 
Those pronouncements govern ac-
counting for contracts in the areas 
indicated. 
8. The Cost Accounting Stan-
dards Board (CASB) promulgates 
cost accounting standards for gov-
ernment contractors. CASB stan-
dards apply to the internal cost ac-
counting procedures that govern-
ment contractors use to assign costs 
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to government contracts to meet 
government requirements. How-
ever, the CASB does not establish 
standards for financial reporting. 
9. Accounting for contracts for 
income tax purposes is prescribed by 
the Internal Revenue Code and the 
related rules and regulations. The 
methods of accounting for contracts 
under those requirements are not 
limited to the two generally ac-
cepted methods for financial report-
ing. For numerous historical and 
practical reasons, tax accounting 
rules and regulations differ from 
generally accepted accounting prin-
ciples. Numerous nonaccounting 
considerations are appropriate in de-
termining income tax accounting. 
This statement deals exclusively 
with the application of generally ac-
cepted accounting principles to ac-
counting for contracts in financial 
reporting. It does not apply to in-
come tax accounting and is not in-
tended to influence income tax ac-
counting. 
NEED FOR GUIDANCE 
10. Because of the complexities 
and uncertainties in accounting for 
contracts, the increased use of di-
verse types of contracts for the con-
struction of facilities, the production 
of goods, or the provision of related 
services, and present conditions and 
practices in industries in which con-
tracts are performed for those pur-
poses, additional guidance on the 
application of generally accepted ac-
counting principles is needed. This 
statement of position provides that 
guidance. Appendix A contains a 
schematic chart showing the organi-
zation of the statement. 
SCOPE OF STATEMENT OF 
POSITION 
GENERAL 
11. This statement of position 
applies to accounting for perfor-
mance of contracts for the construc-
tion of facilities, the production of 
unique goods, or the provision of re-
lated services to a buyers specifica-
tions that are reported in financial 
statements prepared in conformity 
with generally accepted accounting 
principles.1 Existing authoritative 
accounting literature uses the terms 
"long-term" and "construction-type" 
in identifying the types of contracts 
that are the primary focus of inter-
est. The term "long-term" is not 
used in this statement of position as 
an identifying characteristic because 
other characteristics are considered 
more relevant for identifying the 
types of contracts covered. How-
ever, accounting for contracts by an 
entity that primarily has relatively 
short-term contracts is recom-
mended in paragraph 31 of this 
statement. The scope of the state-
ment is not limited to construction-
type contracts. 
CONTRACTS COVERED 
12. Contracts covered by this 
statement of position are binding 
agreements between buyers and 
sellers in which the seller agrees, for 
compensation, to perform a service 
to the buyer's specifications.2 Con-
tracts consist of legally enforceable 
agreements in any form and include 
amendments, revisions, and exten-
sions of such agreements. Perfor-
mance will often extend over long 
periods, and the seller's right to re-
ceive payment depends on his per-
formance in accordance with the 
agreement. The service may consist 
of designing, engineering, fabricat-
ing, constructing, or manufacturing 
tangible assets. Contracts such as 
leases and real estate agreements, 
for which authoritative accounting 
literature provides special methods 
of accounting, are not covered by 
this statement. 
13. Contracts covered by this 
statement include, but are not lim-
ited to, the following: 
1. The division prepared a proposed state-
ment of position entitled Accounting for 
Service Transactions, which the FASB 
placed on its agenda and exposed for public 
comment in an FASB invitation to com-
ment. The proposed statement presents 
the division's recommendations on ac-
counting for service transactions, and the 
recommendations in this statement that re-
late to services are consistent with the rec-
ommendations in that statement. 
2. Specifications imposed on the buyer by a 
third party (for example, a government or 
regulatory agency or a financial institution) 
or by conditions in the marketplace are 
deemed to be "buyer's specifications." 
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• Contracts in the construction in-
dustry, such as those of general 
bui ld ing, heavy ear th moving, 
d redg ing , demol i t ion , des ign-
build contractors, and specialty 
cont rac tors (e .g . , mechanica l , 
electrical, or paving). 
• Contracts to design and bui ld 
ships and transport vessels. 
• Contracts to manufacture large, 
complex electronic equipment to 
a buyer's specifications. 
• Contracts for construction con-
sul t ing service, such as unde r 
agency contracts or construction 
management agreements. 
• Contracts for services performed 
by architects, engineers, or ar-
chitectural or engineering design 
firms. 
14. Contracts not covered by 
this statement include, but are not 
limited to, the following: 
• Service contracts of health clubs, 
correspondence schools, and simi-
lar consumer oriented organiza-
tions that provide their services to 
their clients over an extended 
period. 
• Magazine subscriptions. 
• Sales or supply contracts to pro-
vide goods from inventory or from 
homogeneous continuing produc-
tion over a period of time. 
• Contracts of nonprofit organiza-
tions to provide benefits to their 
members over a period of time in 
return for membership dues. 
15. Contracts covered by this 
statement may be classified into four 
broad types based on methods of 
pricing: (a) fixed-price or lump-sum 
contracts, (b) cost-plus contracts, (c) 
time-and-material contracts, and (d) 
unit-price contracts. A fixed-price 
contract is an agreement to perform 
all acts u n d e r the contract for a 
stated price. A cost-plus contract is 
an agreement to perform under a 
contract for a price based on the 
costs of all acts required plus a fee, 
which may be a fixed amount or a 
fixed pe rcen tage of the costs in-
curred. A time-and-material contract 
is an agreement to perform all acts 
required under the contract for a 
price based on fixed hourly rates for 
some measure of the labor hours re-
quired (for example, direct labor 
hours) and the cost of materials. A 
unit-price contract is an agreement 
to perform all acts required under 
the contract for a specified price for 
each unit of output. Each of the vari-
ous types of contracts may have in-
centive, penalty, or other provisions 
tha t modify t h e i r basic p r i c ing 
terms. The pricing features of the 
var ious types a re d i s cus sed in 
greater detail in Appendix B. 
DEFINITION OF A CONTRACTOR 
16. The t e rm "cont rac tor" as 
used in this s tatement refers to a 
person or entity that enters into a 
contract to construct facilities, pro-
duce goods, or render related ser-
vices to the specifications of a buyer 
either as a general or prime contrac-
tor, as a subcontractor to a general 
contractor, or as a construction man-
ager. 
DEFINITION OF A PROFIT CENTER 
17. F o r t h e p u r p o s e of this 
statement, a "profit center" is the 
unit for the accumulation of reve-
nues and costs and the measurement 
of income. For business enterprises 
engaged in the performance of con-
tracts, the profit center for account-
ing purposes is usually a single con-
tract; but under some specified cir-
cumstances it may be a combination 
of two or more contracts, a segment 
of a contract or of a group of com-
bined contracts. This statement of 
position provides guidance on the 
selection of the appropriate profit 
center. The accounting recommen-
dations, usually stated in terms of a 
single contract, also apply to alterna-
tive profit centers in circumstances 
in which alternative centers are ap-
propriate. 
APPLICATION AND EFFECT ON 
EXISTING AUDIT GUIDES AND 
SOPs 
18. This s ta tement of position 
presents the division's recommen-
dations on accounting for contracts 
(as specified in paragraphs 11 to 17) 
in all industr ies . The recommen-
dations in this statement need not be 
applied to immaterial i tems. Two 
exis t ing AICPA i n d u s t r y aud i t 
guides, Audits of Construction Con-
tractors and Audits of Government 
Contractors, p r o v i d e add i t iona l 
guidance on the application of gen-
erally accepted accounting princi-
ples to the construction industry and 
to government contracts, respec-
tively. The recommendations in this 
statement take precedence in those 
areas. Audits of Construction Con-
tractors is currently being revised 
and will conform to this statement. 
19. The guidance on contract ac-
counting and financial reporting in 
Audits of Government Contractors 
is essentially consistent with the rec-
ommendations in this statement ex-
cep t that this s t a t e m e n t r ecom-
m e n d s t h e c u m u l a t i v e ca t ch -up 
method for accounting for changes in 
estimates under the percentage-of-
completion method of accounting, 
w h e r e a s e i t h e r t h e c u m u l a t i v e 
catch-up method or the reallocation 
m e t h o d is accep tab le u n d e r the 
guide. Therefore, Audits of Gov-
ernment Contractors is amended so 
that its guidance on accounting for 
changes in estimates conforms to the 
recommendations in this statement. 
Also, since the recommendations in 
this statement provide more com-
prehensive and explicit guidance on 
the application of generally accepted 
accounting principles to contract ac-
counting than the guide, Audits of 
Government Contractors, does, the 
guide is amended to incorporate this 
statement as an appendix. The pro-
visions of that guide should be inter-
preted and applied in the context of 
the recommendations in this state-
ment. 
20. This s t a t emen t is not in-
t e n d e d to supe r sede r ecommen-
da t ions on a c c o u n t i n g in o t h e r 
AICPA industry accounting or audit 




DETERMINING A BASIC 
ACCOUNTING POLICY 
FOR CONTRACTS 
21. In accounting for contracts, 
the basic accounting policy decision 
is the choice between the two gener-
ally accep ted m e t h o d s : the pe r -
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centage-of-completion method and 
the completed-contract method. The 
determination of which of the two 
methods is preferable should be 
based on a careful evaluation of cir-
c u m s t a n c e s b e c a u s e t h e two 
methods should not be acceptable al-
t e rna t ives for the same c i rcum-
stances. The division's recommen-
dations on basic accounting policy 
are set forth in the sections on "The 
Percentage-of-Completion Method" 
and " T h e C o m p l e t e d - C o n t r a c t 
Method," which identify the circum-
stances appropriate to the methods, 
the bases of applying the methods, 
and the reasons for the recommen-
da t ions . T h e r e c o m m e n d a t i o n s 
apply to accounting for individual 
contracts and to accounting for other 
profit centers in accordance with the 
recommendations in the section on 
"Determining the Profit Center ." As 
a result of evaluating individual con-
tracts and profit centers, a contractor 
should be able to establish a basic 
policy that should be followed in ac-
counting for most of his contracts. In 
accordance with the requirements of 
APB Opinion 22, Disclosure of Ac-
counting Policies, a con t r ac to r 
should disclose in the note to the fi-
nancial s ta tements on accounting 
policies the method or methods of 
determining earned revenue and the 
cost of earned revenue. Appendix G 
contains a summary of the disclosure 
requirements in this statement. 
THE PERCENTAGE-OF-
COMPLETION METHOD 
22. This section sets forth the 
r ecommended basis for using the 
percentage-of-completion method 
and the reasons for the recommen-
dation. Under most contracts for 
construction of facilities, production 
of unique goods, or provision of re-
lated services to a buyer's specifica-
tions, both the buyer and the seller 
(cont rac tor ) ob ta in en fo rceab le 
rights. The legal right of the buyer to 
require specific performance of the 
contract means that the contractor 
has, in effect, agreed to sell his rights 
to work-in-process as the work pro-
gresses. This view is consistent with 
the contractor's legal rights; he typi-
cally has no ownership claim to the 
work-in-process but has lien rights. 
Furthermore, the contractor has the 
right to require the buyer, under 
most f inancing a r r a n g e m e n t s , to 
make progress payments to support 
his ownership investment and to ap-
prove the facilities constructed (or 
goods p roduced or services per-
formed) to date if they meet the con-
t ract r e q u i r e m e n t s . T h e buye r ' s 
r igh t to take over t h e work- in-
process at his option (usually with a 
penalty) provides addi t ional evi-
dence to support that view. Accord-
ingly, the business activity taking 
place supports the concept that in an 
economic sense performance is, in 
effect, a continuous sale (transfer of 
ownership rights) that occurs as the 
work progresses. The percentage-
of-completion m e t h o d recognizes 
the legal and economic results of 
contract performance on a timely 
basis. Financial statements based on 
t h e p e r c e n t a g e - o f - c o m p l e t i o n 
method present the economic sub-
stance of a company's transactions 
and events more clearly and more 
t imely than financial s t a t e m e n t s 
based on the comple ted-cont rac t 
method, and they present more ac-
curately the relationships between 
gross profit from contracts and re-
lated period costs. The percentage-
of-completion method informs the 
users of the general purpose finan-
cial statements of the volume of eco-
nomic activity of a company. 
Circumstances Appropriate to the 
Method 
23. The use of the percentage-
of-completion method depends on 
the ability to make reasonably de-
pendab le est imates. For the pur-
poses of this statement, "the ability 
to make reasonably dependable es-
timates" relates to estimates of the 
extent of progress toward comple-
tion, contract revenues, and contract 
costs. The division believes that the 
percentage-of-completion method is 
preferable as an accounting policy in 
circumstances in which reasonably 
dependable estimates can be made 
and in which all the following condi-
tions exist: 
Contracts executed by the parties 
normally include provisions that 
clearly specify the enforceable 
rights regarding goods or services 
to be provided and received by 
the parties, the consideration to 
b e exchanged, and the manner 
and terms of settlement. 
• The buyer can be expected to 
satisfy his obligations under the 
contract. 
• The contractor can be expected to 
perform his contractual obliga-
tions. 
24. For entit ies engaged on a 
continuing basis in the production 
and delivery of goods and services 
under contractual arrangements and 
for whom contracting represents a 
significant part of their operations, 
the presumption is that they have 
the ability to make estimates that are 
sufficiently dependable to justify the 
use of the percentage-of-completion 
method of accounting.3 Persuasive 
evidence to the contrary is necessary 
to overcome that presumption. The 
ability to produce reasonably de-
pendable estimates is an essential 
element of the contracting business. 
For a contract on which a loss is an-
t ic ipated, general ly accep ted ac-
counting principles require recogni-
tion of the entire anticipated loss as 
soon as the loss becomes evident. An 
entity without the ability to update 
and revise estimates continually with 
a degree of confidence could not 
meet that essential requirement of 
generally accepted accounting prin-
ciples. 
25. Accordingly, the division be-
lieves that entities with significant 
con t rac t ing opera t ions genera l ly 
have the ability to p roduce rea-
sonably dependable estimates and 
shou ld use t h e percentage-of -
completion method of accounting in 
most circumstances on one of the fol-
lowing bases (applied to contracts 
individually): 
a. Normally, a contractor will be 
able to es t imate total contract 
revenue and total contract cost in 
single amounts. Those amounts 
3. The division recognizes that many contrac-
tors have informal estimating procedures 
that may result in poorly documented es-
timates and marginal quality field report-
ing and job costing systems. Those condi-
tions may influence the ability of an entity 
to produce reasonably dependable esti-
mates. However, procedures and systems 
should not influence the development of 
accounting principles and should be dealt 
with by management as internal control, 
financial reporting, and auditing concerns. 
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should normally be used as the 
basis for accounting for contracts 
u n d e r the percen tage-of -com-
pletion method. 
b. Fo r some contracts , on which 
some level of profit is assured, a 
contractor may only be able to es-
timate total contract revenue and 
total contract cost in ranges of 
amounts. If, based on the infor-
mation arising in estimating the 
ranges of amounts and all other 
pertinent data, the contractor can 
d e t e r m i n e the amounts in the 
ranges that are most likely to oc-
cur, those amounts should be 
used in accounting for the con-
tract under the percentage-of-
completion method. If the most 
likely amounts cannot be deter-
mined, the estimated cost and the 
related es t imated r evenue , as-
suming the least favorable out-
come, should be used in account-
ing for t h e con t rac t un t i l t h e 
results can be es t imated more 
p rec i se ly . F o r e x a m p l e , t h e 
maximum estimated cost and the 
minimum estimated revenue in 
the ranges should be used for a 
fixed-price contract. For contracts 
on which the least favorable out-
come estimated indicates a loss, 
the total estimated loss should be 
provided for in accordance with 
paragraphs 81 to 85 of this state-
ment. 
c. However, in some circumstances, 
estimating the final outcome may 
be impractical except to assure 
that no loss will be incurred. In 
those circumstances, a contractor 
should use a zero es t imate of 
profit; revenue should be recog-
nized equal to costs incurred until 
results can be est imated more 
precisely. A contractor should use 
this basis only if the bases in (a) or 
(b) are clearly not appropriate. A 
change from a zero estimate of 
profit to a more precise estimate 
shou ld b e a c c o u n t e d for as a 
change in an accounting estimate. 
Except for some types of cost-plus 
contracts, an inability to estimate 
total contract revenue and total 
contract costs for most of an enti-
ty's cont rac ts e i t he r in s ingle 
amounts or in ranges of amounts 
is usually a strong indication that a 
contractor's systems and proce-
dures are weak. 
Nature of Reasonable Estimates and 
Inherent Hazards 
26. In practice, contract reve-
nues and costs are estimated in a 
wide variety of ways ranging from 
rudimentary procedures to complex 
methods and systems. Regardless of 
the techniques used, a contractor's 
estimating procedures should pro-
vide reasonable assurance of a con-
tinuing ability to produce reasonably 
dependable estimates.4 A continuing 
effort on the part of a contractor to 
take on new work is an indication of 
his confidence in his own ability to 
produce such estimates. Ability to 
estimate covers more than the es-
timating and documentation of con-
tract revenues and costs; it covers a 
contractor's entire contract adminis-
t ra t ion and m a n a g e m e n t control 
sys tem. T h e abi l i ty to p r o d u c e 
reasonably d e p e n d a b l e es t imates 
depends on all the procedures and 
personnel that provide financial or 
production information on the status 
of contracts. It encompasses systems 
and personnel not only of the ac-
counting department but of all areas 
of the company that participate in 
p roduc t ion control , cost control , 
administrative control, or account-
ability for contracts. Previous relia-
bility of a contractor 's est imating 
process is usually an indication of 
continuing reliability, particularly if 
the present circumstances are simi-
lar to those that prevailed in the 
past. 
27. Estimating is an integral part 
of contractors ' business activities, 
and there is a necessity to revise es-
timates on contracts continually as 
the work progresses. The fact that 
circumstances may necessitate fre-
quent revision of estimates does not 
indicate that the estimates are unre-
liable for the purpose for which they 
are used. Although results may differ 
widely from original estimates be-
cause of the nature of the business, 
4. The type of estimating procedures appro-
priate in a particular set of circumstances 
depends on a careful evaluation of the costs 
and benefits of developing the procedures. 
The ability to produce reasonably depend-
able estimates that would justify the use of 
the percentage-of-completion method as 
recommended in paragraph 25 does not 
depend on the elaborateness of the es-
timating procedures used. 
the contractor, in the conduct of his 
business, may still find the estimates 
reasonably d e p e n d a b l e . D e s p i t e 
these widely recognized conditions, 
a contractor's estimates of total con-
tract revenue and total contract costs 
should be regarded as reasonably 
dependable if the min imum total 
revenue and the maximum total cost 
can be estimated with a sufficient 
degree of confidence to justify the 
contractor's bids on contracts. 
28. ARB 45 discourages the use 
of the percen tage-of -comple t ion 
me thod of accounting in circum-
stances in which inherent hazards 
make estimates doubtful. "Inherent 
hazards" relate to extraordinary con-
tract conditions or external factors 
that raise questions about the ability 
of either the contractor or the cus-
tomer to perform his obligations 
under the contract. Inherent hazards 
that may cause contract estimates to 
be doubtful differ from inherent bus-
iness risks. Business enterprises en-
gaged in contracting, like all busi-
ness en te rp r i se s , are exposed to 
numerous business risks that vary 
from contract to contract. The relia-
bility of the estimating process in 
contract accounting does not depend 
on the absence of such risks, and the 
presence of such risks should not be 
allowed to determine the principles 
of account ing for an en te rpr i se ' s 
transactions and events. Assessing 
business risks is a function of users of 
financial statements. 
29. The present business envi-
ronment and the refinement of the 
estimating process have produced 
conditions under which most busi-
ness entities engaged in contracting 
can deal adequately with the normal, 
recurring business risks in estimat-
ing the outcome of contracts. The 
d iv is ion be l i eve s t ha t i n h e r e n t 
hazards that make otherwise rea-
sonably dependab le contract esti-
mates doubtful are limited to ex-
traordinary factors and conditions. 
They involve events and conditions 
that would not be considered in the 
ordinary preparation of contract es-
timates and that would not be ex-
pected to recur frequently, given the 
contractor's normal business envi-
ronment . Such hazards are highly 
abnormal and are clearly unrelated 
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to, or only incidentally related to, 
the contractor's typical activities. 
Such hazards may relate, for exam-
ple, to contracts whose validity is 
seriously in question (that is, which 
are less than fully enforceable), to 
contracts whose completion may be 
subject to the outcome of pending 
legislation or pending litigation, or 
to contracts exposed to the possibil-
ity of the condemnation or expropri-
ation of the resulting properties. 
Reasonably dependable estimates 
cannot be produced for a contract 
with unrealistic or ill-defined terms 
or for a contract between unreliable 
parties. However, the conditions 
stated in paragraph 23 for the use of 
the percentage-of-completion 
method of accounting, which apply 
to most bona fide contracts, make 
the existence of such inherent 
hazards (of the type described in 
paragraph 15 of ARB 45) highly un-
likely for contracts that meet those 
conditions. Therefore, the division 
believes that there must be specific, 
persuasive, and documented evi-
dence of such hazards to indicate 
that use of the percentage-of-
completion method on one of the 




30. This section sets forth the 
recommended basis for using the 
completed-contract method and the 
reasons for the recommendation. 
Under the completed-contract 
method, income is recognized only 
when a contract is completed or sub-
stantially completed. During the 
period of performance, billings and 
costs are accumulated on the balance 
sheet, but no profit or income is re-
corded before completion or sub-
stantial completion of the work. This 
method precludes reporting on the 
performance that is occurring under 
the enforceable rights of the contract 
as work progresses. Although the 
completed-contract method is based 
on results as finally determined 
rather than on estimates for unper-
formed work, which may involve un-
foreseen costs and possible losses, it 
does not reflect current performance 
when the period of a contract ex-
tends beyond one accounting 
period, and it therefore may result in 
irregular recognition of income. Fi-
nancial statements based on this 
method may not show informative 
relationships between gross profit 
reported on contracts and related 
period costs. 
Circumstances of Use 
31. The completed-contract 
method may be used in circum-
stances in which an entity primarily 
has relatively short-term contracts 
and in which financial position and 
results of operations would not vary 
materially from those resulting from 
use of the percentage-of-completion 
method. Although this statement 
does not formally distinguish on the 
basis of length between long-term 
and short-term contracts, the basis 
for recording income on contracts of 
short duration poses relatively few 
problems. In accounting for such 
contracts, income ordinarily is rec-
ognized when performance is sub-
stantially completed and accepted. 
Under those circumstances, reve-
nues and costs in the aggregate for 
all contracts would be expected to 
result in a matching of gross profit 
with period overhead or fixed costs 
similar to that achieved by use of the 
percentage-of-completion method. 
For example, the completed-
contract method, as opposed to the 
percentage-of-completion method, 
would not usually produce a material 
difference in net income or financial 
position for a small plumbing con-
tractor that performs primarily rela-
tively short-term contracts during an 
accounting period; performance 
covers such a short span of time that 
the work is somewhat analogous to a 
manufacturing company's produc-
tion and sales. 
32. The completed-contract 
method should be used in circum-
stances in which estimates cannot 
meet the criteria for reasonable de-
pendability discussed in the section 
on the percentage-of-completion 
method or in which there are inher-
ent hazards of the nature of those 
discussed in that section (e.g., if the 
scope of a contract is ill-defined and 
the contractor is not protected con-
tractually from cost overruns). If an 
entity uses the percentage-of-
completion method as its basic ac-
counting policy, it should deviate for 
a single contract or group of con-
tracts from percentage-of-comple-
tion to completed-contract account-
ing only under those circumstances. 
Such a deviation should be dis-
closed. An entity may also deviate if 
the results of operations or financial 
position will not differ materially 
from the results under the 
percentage-of-completion method. 
33. The use of the completed-
contract method is recommended for 
the circumstances described in para-
graphs 31 and 32. However, for cir-
cumstances in which there is an as-
surance that no loss will be incurred 
on a contract (for example, when the 
scope of the contract is ill-defined 
but the contractor is protected by a 
cost-plus contract or other contrac-
tual terms), the percentage-of-
completion method based on a zero 
profit margin, rather than the 
completed-contract method, is rec-
ommended until more precise esti-
mates can be made. The difference 
between the percentage-of-com-
pletion method with a zero profit 
margin and the completed-contract 
method is that the revenue earned 
and an equal amount of related costs 
are presented in the income state-
ment rather than as deferred items 
in the balance sheet. This approach 
gives users of general purpose finan-
cial statements an indication of the 
volume of a company's business and 
of the application of its economic re-
sources. 
DETERMINING THE PROFIT 
CENTER 
34. The basic presumption 
should be that each individual con-
tract is the profit center for revenue 
recognition, cost accumulation, and 
income measurement. That pre-
sumption may be overcome only if a 
contract or a series of contracts 
meets the conditions described 
below for combining or segmenting 
contracts. A group of contracts 
(combining) should be, and a phase 
or segment of a single contract or of a 
group of contracts (segmenting) may 
be, used as a profit center in some 
circumstances. Since there are 
numerous practical implications of 
combining and segmenting con-
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tracts, evaluation of the circum-
stances, contract terms, and man-
agement intent are essential in de-
termining contracts that should be 
accounted for on those bases. 
Combining Contracts 
35. A group of contracts may be 
so closely related that they are, in 
effect, parts of a single project with 
an overall profit margin, and ac-
counting for the contracts individu-
ally may not be feasible or appropri-
ate. Under those circumstances, 
consideration should be given to 
combining such contracts for profit 
recognition purposes if they meet 
the criteria in paragraph 36.5 The 
presumption in combining contracts 
is that revenue and profit are 
earned, and should be reported, uni-
formly over the performance of the 
combined contracts. For example, a 
group of contracts may be negotiated 
as a package with the objective of 
achieving an overall profit margin, 
although the profit margins on the 
individual contracts may vary. In 
those circumstances, if the indi-
vidual contracts are performed and 
reported in different periods and ac-
counted for separately, the reported 
profit margins in those periods will 
differ from the profit margin con-
templated in the negotiations for 
reasons other than differences in 
performance. 
36. A group of contracts should 
be combined for accounting pur-
poses if the contracts 
a. Are negotiated as a package in the 
same economic environment with 
an overall profit margin objective. 
Contracts not executed at the 
same time may be considered to 
have been negotiated as a package 
in the same economic environ-
ment only if the time period be-
tween the commitments of the 
parties to the individual contracts 
is reasonably short. The longer 
the period between the commit-
ments of the parties to the con-
tracts, the more likely it is that 
the economic circumstances af-
fecting the negotiations have 
changed. 
5. Individual contracts obtained through 
competitive bidding should not be com-
bined for accounting purposes. 
b. Constitute in essence an agree-
ment to do a single project. A 
project for this purpose consists of 
construction, production, or re-
lated service activity with dif-
ferent elements, phases, or units 
of output that are closely interre-
lated or interdependent in terms 
of their design, technology, and 
function or their ultimate purpose 
or use. 
c. Require closely interrelated con-
struction or production activities 
with substantial common costs 
that cannot be separately iden-
tified with, or reasonably allo-
cated to, the elements, phases, or 
units of output. 
d. Are performed concurrently or in 
a continuous sequence under the 
same project management at the 
same location or at different loca-
tions in the same general vicinity. 
e. Constitute in substance an 
agreement with a single cus-
tomer. In assessing whether the 
contracts meet this criterion, the 
facts and circumstances relating to 
the other criteria should be con-
sidered. In some circumstances 
different divisions of the same en-
tity would not constitute a single 
customer if, for example, the 
negotiations are conducted inde-
pendently with the different divi-
sions. On the other hand, two or 
more parties may constitute in 
substance a single customer if, for 
example, the negotiations are 
conducted jointly with the parties 
to do what in essence is a single 
project. 
Only contracts that meet all of these 
criteria should be combined for 
profit recognition and for determin-
ing the need for a provision for losses 
in accordance with paragraph 6 of 
ARB 45. The criteria should be 
applied consistently to contracts 
with similar characteristics in similar 
circumstances.6 
6. The division is preparing a statement of 
position on program accounting, which ex-
plores the circumstances in which existing 
and anticipated contracts may be com-
bined for the purpose of allocating costs, to 
be presented to the Financial Accounting 
Standards Board for its consideration. 
Segmenting a Contract 
37. A single contract or a group 
of contracts that otherwise meet the 
test for combining may include sev-
eral elements or phases, each of 
which the contractor negotiated 
separately with the same customer 
and agreed to perform without re-
gard to the performance of the 
others. If those activities are ac-
counted for as a single profit center, 
the reported income may differ from 
that contemplated in the negotia-
tions for reasons other than dif-
ferences in performance. If the proj-
ect is segmented, revenues can be 
assigned to the different elements or 
phases to achieve different rates of 
profitability based on the relative 
value of each element or phase to the 
estimated total contract revenue. A 
project, which may consist of a single 
contract or a group of contracts, with 
segments that have different rates of 
profitability may be segmented if it 
meets the criteria in either para-
graph 38 or paragraph 39. The 
criteria for segmenting should be 
applied consistently to contracts 
with similar characteristics and in 
similar circumstances. The nature, 
types, and aggregate amount of con-
tracts reported on a segmented basis 
should be disclosed in a note to the 
financial statements. 
38. A project may be segmented 
if all the following steps were taken 
and are documented and verifiable: 
a. The contractor submitted bona 
fide proposals on the separate 
components of the project and on 
the entire project. 
b. The customer had the right to ac-
cept the proposals on either basis. 
c. The aggregate amount of the pro-
posals on the separate compo-
nents approximated the amount of 
the proposal on the entire project. 
39. A project that does not meet 
the criteria in paragraph 38 may be 
segmented only if it meets all the fol-
lowing criteria: 
a. The terms and scope of the con-
tract or project clearly call for 
separable phases or elements. 
b. The separable phases or elements 
of the project are often bid or 
negotiated separately. 
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c. The market assigns different gross 
profit rates to the segments be-
cause of factors such as different 
levels of risk or differences in the 
relationship of the supply and 
demand for the services provided 
in different segments. 
d. The contractor has a significant 
history of providing similar ser-
vices to other customers under 
separate contracts for each signifi-
cant segment to which a profit 
margin higher than the overall 
profit margin on the project is as-
cribed.7 
e. The significant history with cus-
tomers who have contracted for 
services separately is one that is 
relatively stable in terms of pric-
ing policy rather than one unduly 
weighted by erratic pricing deci-
sions (responding, for example, to 
extraordinary economic circum-
stances or to unique customer-
contractor relationships). 
f. The excess of the sum of the 
prices of the separate elements 
over the price of the total project 
is clearly attributable to cost sav-
ings incident to combined per-
formance of the contract obliga-
tions (for example, cost savings in 
supervision, overhead, or equip-
ment mobilization). Unless this 
condition is met, segmenting a 
contract with a price substantially 
less than the sum of the prices of 
the separate phases or elements 
would be inappropriate even if 
the other conditions are met. Ac-
ceptable price variations should 
be allocated to the separate 
phases or elements in proportion 
to the prices ascribed to each (see 
Exhibit 8 in Appendix E). In all 
other situations a substantial dif-
ference in price (whether more or 
less) between the separate ele-
ments and the price of the total 
project is evidence that the con-
tractor has accepted different 
7. In apply ing the cr i ter ion in paragraph 
39(d), values assignable to the segments 
should be on the basis of the contractor's 
normal historical prices and terms of such 
services to other customers. The division 
considered but rejected the concept of al-
lowing a contractor to segment on the basis 
of prices charged by o ther contractors, 
since it does not follow that those prices 
could have been obtained by a contractor 
who has no history in the market. 
profit margins. Accordingly, seg-
menting is not appropriate, and 
the contracts should be the profit 
centers. 
g. The similarity of services and 
prices in the contract segments 
and services and the prices of 
such services to other customers 
contracted separately should be 
documented and verifiable. 
Illustrations of the application of the 
criteria for segmenting are set forth 
in Appendix C. 
MEASURING PROGRESS ON 
CONTRACTS 
40. This section describes 
methods of measuring the extent of 
progress toward completion under 
the percentage-of-completion meth-
od and sets forth criteria for selecting 
those methods and for determining 
when a contract is substantially 
completed. Meaningful measure-
ment of the extent of progress to-
ward completion is essential since 
this factor is used in determining the 
amounts of estimated contract reve-
nue and estimated gross profit that 
will be recognized as earned in any 
given period. See paragraphs 76 to 
78 for a discussion of the computa-
tion of income earned for a period. 
Methods of Measuring Extent of 
Progress Toward Completion 
41. In practice, a number of 
methods are used to measure the ex-
tent of progress toward completion. 
They include the cost-to-cost 
method, variations of the cost-to-cost 
method, efforts-expended methods, 
and the units-of-work-performed 
method. Those practices are in-
tended to conform to paragraph 4 of 
ARB 45.8 Some of the measures are 
sometimes made and certified by 
8. Paragraph 4 of ARB 45 states: 
The committee recommends that the recog-
nized income [under the percentage-of-
completion method] be that percentage of es-
timated total income, either: 
(a) that incurred costs to date bear to esti-
mated total costs after giving effect to esti-
mates of costs to complete based upon 
most recent information, or 
(b) that may be indicated by such other mea-
sure of progress toward completion as may 
be appropriate having due regard to work 
performed. 
engineers or architects, but man-
agement should review and under-
stand the procedures used by those 
professionals. 
42. Some methods used in prac-
tice measure progress toward com-
pletion in terms of costs, some in 
terms of units of work, and some in 
terms of values added (the contract 
value of total work performed to 
date). All three of these measures of 
progress are acceptable in appropri-
ate circumstances. The division con-
cluded that other methods that 
achieve the objective of measuring 
extent of progress toward comple-
tion in terms of costs, units, or value 
added are also acceptable in appro-
priate circumstances. However, the 
method or methods selected should 
be applied consistently to all con-
tracts having similar characteristics. 
The method or methods of measur-
ing extent of progress toward com-
pletion should be disclosed in the 
notes to the financial statements. 
Examples of circumstances not ap-
propriate to some methods are given 
within the discussion of input and 
output measures. 
Input and Output Measures 
43. The several approaches to 
measuring progress on a contract can 
be grouped into input and output 
measures. Input measures are made 
in terms of efforts devoted to a con-
tract. They include the methods 
based on costs and on efforts ex-
pended. Output measures are made 
in terms of results achieved. They 
include methods based on units pro-
duced, contract milestones, and 
value added. For contracts under 
which separate units of output are 
produced, progress can be measured 
on the basis of units of work com-
pleted. In other circumstances, 
progress may be measured, for 
example, on the basis of cubic yards 
of excavation for foundation con-
tracts or on the basis of cubic yards of 
pavement laid for highway contracts. 
Costs as here used might exclude, especially 
during the early stages of a contract, all or a 
portion of the cost of such items as materials 
and subcontracts if it appears that such an exc-
lusion would result in a more meaningful 
periodic allocation of income, 
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44. Both input and output mea-
sures have drawbacks in some cir-
cumstances. Input is used to mea-
sure progress toward completion in-
directly, based on an established or 
assumed relationship between a unit 
of input and productivity. A signifi-
cant drawback of input measures is 
that the relationship of the measures 
to productivity may not hold, be-
cause of inefficiencies or other fac-
tors. Output is used to measure re-
sults directly and is generally the 
best measure of progress toward 
completion in circumstances in 
which a reliable measure of output 
can be established. However, output 
measures often cannot be estab-
lished, and input measures must 
then be used. The use of either type 
of measure requires the exercise of 
judgment and the careful tailoring of 
the measure to the circumstances. 
45. The efforts-expended meth-
od is an input method based on a 
measure of the work, such as labor 
hours, labor dollars, machine hours, 
or material quantities. Under the 
labor-hours method, for example, 
extent of progress is measured by 
the ratio of hours performed to date 
to estimated total hours at comple-
tion. Estimated total labor hours 
should include not only the esti-
mated labor hours of the contractor 
but also the labor hours of subcon-
tractors engaged to perform work for 
the project if the labor hours of sub-
contractors are a significant element 
in the performance of a contract. A 
labor-hours method can measure the 
extent of progress in terms of efforts 
expended only if substantial efforts 
of subcontractors are included in the 
computation. If the contractor is un-
able to obtain reasonably dependa-
ble estimates of subcontractors' labor 
hours at the beginning of the project 
and as work progresses, he should 
not use the labor-hours method. 
46. The various forms of the 
efforts-expended method generally 
are based on the assumption that 
profits on contracts are derived from 
the contractor's efforts in all phases 
of operations, such as designing, 
procurement, and management. 
Profit is not assumed to accrue 
merely as a result of the acquisition 
of material or other tangible items 
used in the performance of the con-
tract or the awarding of subcon-
tracts. As previously noted, a signifi-
cant drawback of efforts-expended 
methods is that the efforts included 
in the measure may not all be pro-
ductive. 
47. Measuring progress toward 
completion based on the ratio of 
costs incurred to total estimated 
costs is also an input method. Some 
of the costs incurred, particularly in 
the early stages of the contract, 
should be disregarded in applying 
this method because they do not re-
late to contract performance. These 
include the costs of items such as un-
installed materials not specifically 
produced or fabricated for the proj-
ect or of subcontracts that have not 
been performed. For example, the 
cost of standard materials not unique 
to the project that have been pur-
chased or accumulated at job sites 
but that have not been physically in-
stalled should be excluded.9 
48. Although input and output 
measures provide bases for measur-
ing progress toward completion, cal-
culations made by engineers, ar-
chitects, or other qualified personnel 
based on physical observation should 
be used periodically to verify the re-
sults obtained by those methods. 
That type of verification of measures 
of progress gives assurance some-
what similar to the verification of 
perpetual inventory records by 
physical inventory-taking in a man-
ufacturing enterprise. 
Completion Criteria Under the 
Completed-Contract Method 
49. As a general rule, a contract 
may be regarded as substantially 
completed if remaining costs and po-
tential risks are insignificant in 
amount. The overriding objectives 
are to maintain consistency in de-
termining when contracts are sub-
stantially completed and to avoid ar-
bitrary acceleration or deferral of 
9. The cost of uninstalled materials specifi-
cally produced, fabricated, or constructed 
for a project should be included in the 
costs used to measure extent of progress. 
Such materials consist of items unique to a 
project that a manufacturer or supplier 
does not carry in inventory and that must 
be produced or altered to meet the specifi-
cations of the project. 
income. The specific criteria used to 
determine when a contract is sub-
stantially completed should be fol-
lowed consistently and should be 
disclosed in the note to the financial 
statements on accounting policies. 
Circumstances to be considered in 
determining when a project is sub-
stantially completed include, for 
example, delivery of the product, 
acceptance by the customer, depar-
ture from the site, and compliance 
with performance specifications. 
INCOME DETERMINATION-
REVENUE ELEMENTS 
50. Estimating the revenue on a 
contract is an involved process, 
which is affected by a variety of un-
certainties that depend on the out-
come of a series of future events. 
The estimates must be periodically 
revised throughout the life of the 
contract as events occur and as un-
certainties are resolved. 
51. The major factors that must 
be considered in determining total 
estimated revenue include the basic 
contract price, contract options, 
change orders, claims, and contract 
provisions for incentive payments 
and penalties. All those factors and 
other special contract provisions 
must be evaluated throughout the 
life of a contract in estimating total 
contract revenue. 
Basic Contract Price—General 
52. The estimated revenue from 
a contract is the total amount that a 
contractor expects to realize from 
the contract. It is determined 
primarily by the terms of the con-
tract and the basic contract price. 
Contract price may be relatively 
fixed or highly variable and subject 
to a great deal of uncertainty, de-
pending on the type of contract in-
volved. Appendix B describes basic 
contract types and major variations 
in the basic types. The total amount 
of revenue that ultimately will be 
realized on a contract is often subject 
to a variety of changing circum-
stances and accordingly may not be 
known with certainty until the par-
ties to the contract have fully per-
formed their obligations. Thus, the 
determination of total estimated 
revenue requires careful considera-
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tion and the exercise of judgment in 
assessing the probabilities of future 
outcomes. 
53. Although fixed-price con-
tracts usually provide for a stated 
contract price, a specified scope of 
the work to be performed, and a 
specified pe r fo rmance schedu le , 
they somet imes have ad jus tment 
schedules based on application of 
economic price adjustment (escala-
tion), price redetermination, incen-
tive, and other pricing provisions. 
D e t e r m i n i n g con t r ac t r e v e n u e 
under unit-price contracts generally 
involves the same factors as under 
fixed-price contracts. Determining 
contract revenue from a time-and-
material contract requires a careful 
analysis of the contract, particularly 
if the contract includes guaranteed 
maximums or assigns markups to 
both labor and materials; and the de-
termination involves consideration 
of some of t h e factors d iscussed 
below in regard to cost-plus con-
tracts. 
Basic Contract Price— 
Cost-Pius Contracts 
54. Cost-plus contracts have a 
variety of forms (see Appendix B). 
The various forms have differing 
contract terms that affect account-
ing, such as provisions for reimburs-
ab le costs (which are genera l ly 
spelled out in the contract), over-
head recovery p e r c e n t a g e s , and 
fees. A fee may be fixed or based on 
a percentage of reimbursable costs. 
Generally, percentage fees may be 
accrued as they become billable, 
since they are a percentage of costs 
incurred, and profits should there-
fore be recognized as costs are in-
curred. Cost-plus contracts often in-
c l u d e provis ions for g u a r a n t e e d 
maximum total reimbursable costs or 
target penalties and rewards relating 
to underruns and overruns of prede-
termined target prices, completion 
dates, and plant capacity on comple-
tion of the project. 
55. O n e p r o b l e m pecu l ia r to 
cost-plus contracts involves the de-
termination of the amounts of reim-
bursable costs that should be re -
flected as revenue. Under some con-
tracts, particularly service-type con-
tracts, a contractor acts solely in the 
capacity of an agent (construction 
manager) and has no risks associated 
with costs managed. This relation-
ship may arise, for example, if an 
owner awards a construction man-
agement contract to one entity and a 
construction contract to another. If 
the contractor, serving as the con-
struction manager, acts solely as an 
agent, his revenue should include 
only the fee and should exclude sub-
contracts negotiated or managed on 
behalf of the owner and materials 
purchased on behalf of the owner. 
56. In other circumstances, a 
contractor acts as an ordinary princi-
pal under a cost-plus contract. For 
example, the contractor may be re-
sponsible to employees for salaries 
and wages and to subcontractors and 
other creditors for materials and ser-
vices, and he may have the dis-
cretionary responsibility to procure 
and manage the resources in per-
forming the contract. The contractor 
should include in revenue all reim-
bursable costs for which he has risk 
or on which his fee was based at the 
time of bid or negotiation. In addi-
tion, revenue from overhead per-
centage recoveries and the earned 
fee should be included in revenue. 
57. Another concern associated 
with cost-plus contracts relates to 
materials furnished by a customer or 
purchased by the contractor as an 
agent for the customer. Often, par-
ticularly for large, complex projects, 
customers may be more capable of 
carrying out the procurement func-
tion or may have more leverage with 
suppliers than the contractor . In 
those circumstances, the contractor 
generally informs the customer of 
the nature, type, and characteristics 
or specifications of the materials re-
quired and may even purchase the 
required materials and pay for them, 
using customer purchase orders and 
checks drawn against the customer's 
bank account. If the contractor is re-
spons ib l e for t h e n a t u r e , t y p e , 
characteristics, or specifications of 
material that the customer furnishes 
or that the contractor purchases as 
an agent of the customer, and if the 
contractor is responsible for the ul-
timate acceptability of performance 
of the project based on such mate-
rial, the value of those items should 
be included as contract price and re-
f lec ted as r e v e n u e and costs in 
periodic reporting of operations. As 
a general rule, revenues and costs 
should include all items for which 
the contractor has an associated risk, 
including items on which his con-
tractual fee was based. 
Change Orders 
58. Change orders are modifica-
tions of an original contract that ef-
fectively change the provisions of the 
contract without adding new provi-
sions. They may be ini t ia ted by 
ei ther the contractor or the cus-
tomer, and they include changes in 
specifications or design, method or 
manner of performance, facilities, 
e q u i p m e n t , ma t e r i a l s , s i te , and 
period for completion of the work. 
Many change orders are unpriced; 
that is, the work to be performed is 
defined, but the adjustment to the 
contract price is to be negotiated la-
ter. For some change orders, both 
scope and price may be unapproved 
or in dispute. Accounting for change 
orders depends on the underlying 
circumstances, which may differ for 
each change order depending on the 
customer, the contract, and the na-
ture of the change. Change orders 
should therefore be evaluated indi-
vidually according to their charac-
teristics and the circumstances in 
which they occur. Contract revenue 
and costs should be adjusted to re-
flect change orders approved by the 
customer and the contractor regard-
ing both scope and price. 
59. Accoun t ing for u n p r i c e d 
change orders d e p e n d s on the i r 
cha rac te r i s t i c s and t h e c i r cum-
stances in which they occur. Under 
the comple t ed -con t r ac t m e t h o d , 
costs attributable to change orders 
should be deferred as contract costs 
if it is probable that aggregate con-
tract costs, including costs attributa-
ble to change orders, will be recov-
ered from contract revenues . The 
following guidelines should be fol-
lowed in accounting for change or-
de r s u n d e r the percentage-of -
completion method: 
a. Costs attributable to change or-
ders should be treated as costs of 
con t rac t p e r f o r m a n c e in the 
period in which the costs are in-
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curred if it is not probable that the 
costs will be recovered through a 
change in the contract price. 
b. If it is probable that the costs will 
be recovered through a change in 
t h e con t rac t p r i c e , t he costs 
should b e de fe r red (excluded 
from the cost of contract perform-
ance) un t i l t h e p a r t i e s have 
agreed on the change in contract 
p r i c e , or, a l t e rna t ive ly , they 
should be treated as costs of con-
tract performance in the period in 
which they are incurred, and con-
tract revenue should be recog-
nized to the extent of the costs in-
c u r r e d . Recove ry shou ld be 
d e e m e d probable if the future 
event or events necessary for re-
covery are likely to occur. Some 
of t h e factors to c o n s i d e r in 
evaluating whe the r recovery is 
probable are the customer's writ-
ten approval of the scope of the 
change o rde r , s e p a r a t e docu-
mentation for change order costs 
that are identifiable and reason-
able, and the entity's favorable 
experience in negotiating change 
orders, especially as it relates to 
the specific type of contract and 
change order being evaluated. 
The amount of costs deferred or 
r evenue recognized should be 
disclosed in the notes to the fi-
nancial statements. 
c. If the adjustment of the contract 
price can be estimated reliably 
and if it is probable that the ad-
j u s t e d con t r ac t p r i ce will b e 
real ized, the original contract 
price should be adjusted when 
the costs are recognized as costs of 
contract performance. However, 
since the substantiation of the 
amount of estimated future reve-
nues is difficult, recording con-
tract r evenue in excess of the 
costs a t t r i bu tab le to u n p r i c e d 
change orders should be rare . 
This would happen, for example, 
when a contractor has received a 
bona fide pricing offer from a cus-
t o m e r and r e c o r d s only t h e 
amount of the bona fide offer. 
60. If change orders are in dis-
pute or are unapproved in regard to 
both scope and price, they should be 
evaluated as claims (see paragraphs 
62 to 64). 
Contract Options 
61. If an exercised contract op-
tion is significant, it generally results 
in a new contract, which should be 
combined with the original contract 
if the criteria in paragraph 36 are 
met. If the exercised option is not 
significant, it should be treated as a 
change order on the original con-
tract. 
Claims 
62. Claims are amounts in excess 
of the agreed contract price that a 
contractor seeks to collect from cus-
t o m e r s or o t h e r s for c u s t o m e r -
caused delays, errors in specifica-
t ions and d e s i g n s , u n a p p r o v e d 
change orders, or other causes of un-
anticipated additional costs. Recog-
nition of amounts of additional con-
tract revenue relating to claims is 
appropriate only if it is probable that 
the claim will result in additional 
contract revenue and if the amount 
can be reliably estimated. Those two 
requ i rements are satisfied by the 
existence of all the following condi-
tions: 
a. The contract or other evidence 
p rov ides a legal basis for t h e 
claim; or a legal opinion has been 
obtained, stating that under the 
circumstances there is a reason-
able basis to support the claim. 
b. Additional costs are caused by cir-
cumstances that were unforeseen 
at the contract date and are not 
the result of deficiencies in the 
contractor's performance. 
c. Costs associated with the claim 
are identifiable and are reason-
able in view of the work per -
formed. 
d. T h e e v i d e n c e s u p p o r t i n g t h e 
claim is objective and verifiable, 
not based on management's "feel" 
for the si tuation or on unsup-
ported representations. 
If the foregoing requirements are 
met, revenue from a claim should be 
recorded only to the extent that con-
tract costs relating to the claim have 
been incur red . The amounts re -
corded, if material, should be dis-
closed in the notes to the financial 
statements. 
63. However, a practice such as 
recording revenues from claims only 
when the amounts have been re-
ceived or awarded may be used. If 
t ha t p rac t i ce is fol lowed, t h e 
amounts should be disclosed in the 
notes to the financial statements. 
64. If the requirements in para-
graph 62 are not met or if those re-
quirements are met but the claim 
exceeds the recorded contract costs, 
a contingent asset should be dis-
closed in accordance with paragraph 
17 of FASB Statement no. 5. 
INCOME DETERMINATION-
COST ELEMENTS 
65. Contract costs must be iden-
tified, estimated, and accumulated 
with a reasonable degree of accuracy 
in determining income earned. At 
any time during the life of a contract, 
total estimated contract cost consists 
of two components: costs incurred to 
date and estimated cost to complete 
the contract. A company should be 
able to determine costs incurred on a 
contract with a relatively high de-
gree of precision, depending on the 
adequacy and effectiveness of its cost 
accounting system. The procedures 
or systems used in accounting for 
costs vary from relatively simple, 
manual procedures that produce rel-
atively modest amounts of detailed 
analysis to sophisticated, compu-
ter-based systems that produce a 
great deal of detailed analysis. De-
spite the diversity of systems and 
procedures, however, an objective 
of each system or of each set of pro-
cedures should be to accumulate 
costs properly and consistently by 
contract with a sufficient degree of 
accuracy to assure a basis for the 
satisfactory measurement of earn-
ings. 
Contract Costs 
66. Accounting for contract costs 
has some similarities to accounting 
for production costs in a manufactur-
ing enterprise. Contract costs are ac-
cumulated in the same manner as 
inventory costs and are charged to 
operations as the related revenue 
from contracts is recognized. Con-
tract costs generally include all di-
rect material and direct labor costs 
and indirect costs identifiable with 
the contracts . However , pract ice 
varies for certain types of indirect 
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costs considered allocable to con-
tracts, for example, support costs 
(such as central preparation and pro-
cessing of job payrolls, billing and 
collection costs, and bidding and es-
timating costs). 
67. Authoritative accounting 
pronouncements require that costs 
be considered period costs if they 
cannot be clearly related to produc-
tion, either directly or by an alloca-
tion based on their discernible fu-
ture benefits. 
68. Income is recognized over 
the term of the contract under the 
percentage-of-completion method 
and is deferred until performance is 
substantially complete under the 
completed-contract method. None 
of the characteristics peculiar to 
those methods, however, require 
accounting for contract costs to de-
viate in principle from the basic 
framework established in existing 
authoritative literature applicable to 
inventories or business enterprises 
in general. 
69. The division recommends 
the following principles, which are 
consistent with generally accepted 
accounting principles for inventory 
and production costs, in accounting 
for and reporting contract costs: 
a. All direct material and labor costs 
should be included in contract 
costs. 
b. Indirect costs allocable to con-
tracts include the costs of indirect 
labor, contract supervision, tools 
and equipment, supplies, quality 
control and inspection, insurance, 
repairs and maintenance, and de-
preciation and amortization. Indi-
rect cost allocation methods may 
include allocations based on di-
rect labor costs, direct labor 
hours, or a combination of direct 
labor and material costs. Support 
costs, such as central preparation 
and processing of payrolls, may 
reasonably be allocated to con-
tracts in some instances and not in 
others because of differences in 
circumstances. Determining the 
appropriateness of such an alloca-
tion is thus a matter of judgment. 
c. General and administration costs 
ordinarily should be charged to 
expense as incurred but may be 
accounted for as contract costs 
under the completed-contract 
method of accounting.10 For gov-
ernment contractors, a portion of 
such costs may be charged to con-
tract costs under the percentage-
of-completion method if the costs 
are clearly identifiable with con-
tract revenue.11 
d. Selling costs, such as bidding and 
estimating costs, should be ex-
cluded from contract costs and 
charged to expense as incurred. 
e. Costs under cost-plus contracts 
should be charged to contract 
costs in conformity with generally 
accepted accounting principles in 
the same manner as costs under 
other types of contracts because 
unrealistic profit margins may re-
sult in circumstances in which 
reimbursable cost accumulations 
omit substantial contract costs 
(with a resulting larger fee) or in-
clude substantial unallocable gen-
eral and administrative costs (with 
a resulting smaller fee). 
f. In computing estimated gross 
profit or providing for losses on 
contracts, estimates of cost to 
complete should reflect all of the 
types of costs included in contract 
costs. 
g. Inventoriable costs should not be 
10. Paragraph 10 of ARB 45, Long-Term 
Construction-Type Contracts, states; 
When the completed-contract method is 
used, it may be appropriate to allocate gen-
eral and administrative expenses to contract 
costs rather than to periodic income. This 
may result in a better matching of costs and 
revenues than would result from treating 
such expenses as period cost, particularly in 
years when no contracts were completed. 
11. The AICPA industry audit guide, Audits 
of Government Contractors, states, 
"Practice varies among government con-
tractors as to the extent to which costs are 
included in inventory. Some contractors 
include all direct costs and only certain 
indirect costs. . . . Other contractors re-
cord in inventory accounts all costs iden-
tified with the contract including allo-
cated general and administrative . . . ex-
penses." The guide points out that many 
accountants believe that the practice of 
allocating general and administrative ex-
penses to contract costs, which is permit-
ted under the completed-contract 
method by paragraph 10 of Accounting 
Research Bulletin no. 45, may appropri-
ately be extended to government con-
tracts because they believe that "all costs 
under the contract are directly associated 
with the contract revenue, and both 
should be recognized in the same 
period." 
carried at amounts greater than 
the estimated realizable value of 
the related contracts. 
h. The nature of costs assigned to 
contracts should be disclosed in 
the notes to the financial 
statements, including identifica-
tion of the major types of costs in-
cluded in contract costs. 
Interest costs should be accounted 
for in accordance with FASB State-
ment no. 34, Capitalization of Inter-
est Cost, which was issued by the 
FASB in October 1979. 
Precontract Costs 
70. In practice, costs are de-
ferred in anticipation of future con-
tract sales in a variety of circum-
stances. The costs may consist of (a) 
costs incurred in anticipation of a 
specific contract that will result in no 
future benefit unless the contract is 
obtained (such as the costs of mobili-
zation, engineering, architectural, or 
other services incurred on the basis 
of commitments or other indications 
of interest in negotiating a contract), 
(b) costs incurred for assets to be 
used in connection with specific an-
ticipated contracts (for example, 
costs for the purchase of production 
equipment, materials, or supplies), 
(c) costs incurred to acquire or pro-
duce goods in excess of the amounts 
required under a contract in antici-
pation of future orders for the same 
item, and (d) learning, start-up, or 
mobilization costs incurred for an-
ticipated but unidentified contracts. 
71. Learning or start-up costs 
are sometimes incurred in connec-
tion with the performance of a con-
tract or a group of contracts. In some 
circumstances, follow-on or future 
contracts for the same goods or ser-
vices are anticipated. Such costs 
usually consist of labor, overhead, 
rework, or other special costs that 
must be incurred to complete the 
existing contract or contracts in 
progress and are distinguished from 
research and development costs.12 A 
direct relationship between such 
12. Statement of Financial Accounting Stan-
dards no. 2, Accounting for Research and 
Development Costs, requires that re-
search and development costs be charged 
to expense when incurred. 
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costs and the anticipated future con-
tracts is often difficult to establish, 
and the receipt of future contracts 
often cannot reasonably be antici-
pated. 
72. The division recommends 
the following accounting for precon-
tract costs: 
a. Costs that are incurred for a 
specific anticipated contract and 
that will result in no future bene-
fits unless the contract is obtained 
should not be included in contract 
costs or inventory before the re-
ceipt of the contract. However, 
such costs may be otherwise de-
ferred, subject to evaluation of 
their probable recoverability, but 
only if the costs can be directly 
associated with a specific antici-
pated contract and if their recov-
erability from that contract is 
probable. 
b. Costs incurred for assets, such as 
costs for the purchase of materi-
als, production equipment, or 
supplies, that are expected to be 
used in connection with antici-
pated contracts may be deferred 
outside the contract cost or inven-
tory classification if their recovery 
from future contract revenue or 
from other dispositions of the as-
sets is probable. 
c. Costs incurred to acquire or pro-
duce goods in excess of the 
amounts required for an existing 
contract in anticipation of future 
orders for the same items may be 
treated as inventory if their re-
covery is probable. 
d. Learning or start-up costs in-
curred in connection with existing 
contracts and in anticipation of 
follow-on or future contracts for 
the same goods or services should 
usually be charged to the existing 
contracts.13 
e. Costs appropriately deferred in 
anticipation of a contract may be 
included in contract costs on the 
receipt of the anticipated con-
tract. 
f. Costs related to anticipated con-
tracts that are charged to ex-
13. See footnote 6, which indicates that the 
division is preparing a statement of posi-
tion on program accounting for considera-
tion by the FASB. 
penses as incurred because their 
recovery is not considered proba-
ble should not be reinstated by a 
credit to income on the sub-
sequent receipt of the contract. 
Cost Adjustments Arising from Back 
Charges 
73. Back charges are billings for 
work performed or costs incurred by 
one party that, in accordance with 
the agreement, should have been 
performed or incurred by the party 
to whom billed. These frequently 
are disputed items. For example, 
owners bill back charges to general 
contractors, and general contractors 
bill back charges to subcontractors. 
Examples of back charges include 
charges for cleanup work and 
charges for a subcontractor's use of a 
general contractor's equipment. 
74. A common practice is to net 
back charges in the estimating proc-
ess. The division recommends the 
following procedures in accounting 
for back charges: 
• Back charges to others should be 
recorded as receivables and, to 
the extent considered collectible, 
should be applied to reduce con-
tract costs. However, if the billed 
party disputes the propriety or 
amount of the charge, the back 
charge is in effect a claim, and the 
criteria for recording claims ap-
ply. 
• Back charges from others should 
be recorded as payables and as 
additional contract costs to the ex-
tent that it is probable that the 
amounts will be paid. 
Estimated Cost to Complete 
75. The estimated cost to com-
plete, the other component of total 
estimated contract cost, is a signifi-
cant variable in the process of de-
termining income earned and is thus 
a significant factor in accounting for 
contracts. The latest estimate may 
be determined in a variety of ways 
and may be the same as the original 
estimate. Practices in estimating 
total contract costs vary, and guid-
ance is needed in this area because 
of the impact of those practices on" 
accounting. The following practices 
should be followed: 
a. Systematic and consistent proce-
dures that are correlated with the 
cost accounting system should be 
used to provide a basis for period-
ically comparing actual and esti-
mated costs. 
b. In estimating total contract costs, 
the quantities and prices of all 
significant elements of cost should 
be identified. 
c. The estimating procedures should 
provide that estimated cost to 
complete includes the same ele-
ments of cost that are included in 
actual accumulated costs; also, 
those elements should reflect ex-
pected price increases. 
d. The effects of future wage and 
price escalations should be taken 
into account in cost estimates, es-
pecially when the contract per-
formance will be carried out over 
a significant period of time. Esca-
lation provisions should not be 
blanket overall provisions but 
should cover labor, materials, and 
indirect costs based on per-
centages or amounts that take into 
consideration experience and 
other pertinent data. 
e. Estimates of cost to complete 
should be reviewed periodically 
and revised as appropriate to re-
flect new information. 
COMPUTATION OF INCOME 
EARNED FOR A PERIOD UNDER 
THE PERCENTAGE-OF-
COMPLETION METHOD 
76. Total estimated gross profit 
on a contract, the difference be-
tween total estimated contract reve-
nue and total estimated contract 
cost, must be determined before the 
amount earned on the contract for a 
period can be determined. The por-
tion of total revenue earned or the 
total amount of gross profit earned to 
date is determined by the measure-
ment of the extent of progress to-
ward completion using one of the 
methods discussed in paragraphs 41 
to 47 of this statement. The compu-
tation of income earned for a period 
involves a determination of the por-
tion of total estimated contract reve-
nue that has been earned to date 
(earned revenue) and the portion of 
total estimated contract cost related 
to that revenue (cost of earned reve-
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nue). Two different approaches to 
de t e rmin ing ea rned r e v e n u e and 
cost of earned revenue are widely 
used in practice, and the division is 
not now recommending that either 
of the two approaches is preferable. 
Instead, both of the alternative ap-
p r o a c h e s and the i r u n d e r l y i n g 
rationales are described, with atten-
tion focused on the differences. 
Alternative A 
77. The majority of the Con-
struction Contractor Guide Commit-
tee and others believe that the por-
tion of total estimated contract reve-
nue earned to date should be deter-
mined by the measurement of the 
extent of progress toward comple-
tion and that, in accordance with the 
matching concept, the measurement 
of extent of progress toward comple-
tion should also be used to allocate a 
portion of total estimated contract 
cost to the revenue recognized for 
the period. They believe that this 
p r o c e d u r e r e su l t s in r e p o r t i n g 
earned revenue, cost of earned rev-
enue , and gross profit consistent 
with the measurement of contract 
performance. Moreover , they be-
lieve that, if there are no changes in 
estimates during the performance of 
a contract, the procedure also results 
in a consistent gross profit percent-
age from period to period. However, 
t hey recognize tha t a cons i s ten t 
gross profit percentage is rarely ob-
tained in practice because of the 
need to be responsive in the ac-
counting process to changes in esti-
mates of contract revenues, costs, 
earned revenue, and gross profits. In 
accordance wi th this p r o c e d u r e , 
earned revenue, cost of earned rev-
enue, and gross profit should be de-
termined as follows: 
a. Earned Revenue to date should be 
computed by multiplying total es-
timated contract revenue by the 
percentage of completion (as de-
termined by one of the acceptable 
methods of measuring the extent 
of progress toward completion). 
The excess of the amount over the 
earned revenue reported in prior 
periods is the earned revenue that 
should be recognized in the in-
come statement for the current 
period. 
b. Cost of Earned Revenue for the 
period should be computed in a 
similar manner . Cost of earned 
revenue to date should be com-
puted by multiplying total esti-
mated contract cost by the per-
centage of completion on the con-
tract. The excess of that amount 
over the cost of earned revenue 
reported in prior periods is the 
cost of e a r n e d r e v e n u e t ha t 
should be recognized in the in-
come statement for the current 
period. The difference between 
total cost incurred to date and cost 
of earned revenue to date should 
be reported on the balance sheet. 
c. Gross Profit on a contract for a 
period is the excess of earned rev-
enue over the cost of earned rev-
enue. 
See Appendix D for an illustration of 
the computation. 
Alternative B 
78. A minority of the committee 
and others bel ieve that the mea-
surement of the extent of progress 
toward completion should be used to 
determine the amount of gross profit 
earned to date and that the earned 
revenue to date is the sum of the 
total cost incurred on the contract 
and t h e a m o u n t of gross profi t 
earned. They believe that the cost of 
work performed on a contract for a 
period, including materials, labor, 
subcon t rac to r s , and o t h e r costs , 
should be the cost of earned revenue 
for the period. They believe that the 
amount of costs incurred can be ob-
jectively determined, does not de-
pend on estimates, and should be 
the amount that enters into the ac-
counting determination of income 
earned. They recognize that, under 
the procedure that they advocate, 
gross profit percentages will vary 
from per iod to per iod unless the 
cost-to-cost method is used to mea-
sure the extent of progress toward 
completion. However, they believe 
that varying profit percentages are 
cons i s ten t wi th t h e exis t ing au-
thoritative literature when costs in-
curred do not provide an appropriate 
measure of the extent of progress 
toward completion. In accordance 
with Alternative B, earned revenue, 
cost of earned revenue, and gross 
profit are determined as follows: 
a. Earned Revenue is the amount of 
gross profit earned on a contract 
for a period plus the costs in-
curred on the contract during the 
period. 
b. Cost of Earned Revenue is the 
cost incurred during the period, 
excluding the cost of materials not 
unique to a contract that have not 
been used for the contract and 
costs incurred for subcontracted 
work that is still to be performed. 
c. Gross Profit earned on a contract 
should be computed by multiply-
ing the total estimated gross profit 
on the contract by the percentage 
of completion (as determined by 
one of the acceptable methods of 
measuring extent of progress to-
ward completion). The excess of 
that amount over the amount of 
gross profit r e p o r t e d in p r i o r 
periods is the earned gross profit 
that should be recognized in the 
income statement for the current 
period. 
See Appendix D for an illustration of 
the computation. 
REVISED ESTIMATES 
79. Adjustments to the original 
estimates of the total contract reve-
nue, total contract cost, or extent of 
p rog res s toward c o m p l e t i o n a re 
often required as work progresses 
under the contract and as experience 
is gained, even though the scope of 
the work required under the con-
tract may not change. The nature of 
accounting for contracts is such that 
refinements of the estimating pro-
cess for changing conditions and new 
developments are cont inuous and 
charac te r i s t i c of the p r o c e s s . 
Addi t iona l informat ion t h a t en -
hances and refines the estimating 
process is often obtained after the 
balance sheet date but before the is-
suance of the financial statements; 
such information should result in an 
adjustment of the unissued financial 
statements. Events occurring after 
the date of the financial statements 
that are outside the normal exposure 
and risk aspects of the con t rac t 
should not be considered refine-
ments of the estimating process of 
the prior year but should be dis-
closed as subsequent events. 
80. Revisions in revenue, cost, 
and profit estimates or in measure-
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ments of the extent of progress to-
ward completion are changes in ac-
count ing es t imates as defined in 
APB Op in ion 20, Accounting 
Changes.14 That opinion has been 
interpreted to permit the following 
two alternative methods of account-
ing for changes in accounting esti-
mates: 
• Cumulative Catch-up. Account 
for the change in estimate in the 
period of change so that the bal-
ance s h e e t at t h e e n d of t h e 
period of change and the account-
ing in subsequent periods are as 
they would have been if the re-
vised estimate had been the orig-
inal estimate. 
• Reallocation. Account for the ef-
fect of the change ratably over the 
period of change in estimate and 
subsequent periods. 
Although both methods are used in 
practice to account for changes in es-
timates of total revenue, total costs, 
or ex ten t of p rogress u n d e r t h e 
percentage-of-completion method, 
the cumulative catch-up method is 
more widely used. Accordingly, to 
narrow the areas of differences in 
practice, such changes should be ac-
c o u n t e d for by t h e c u m u l a t i v e 
catch-up method. See Appendix F 
for an illustration of the computa-
tion. Although estimating is a con-
tinuous and normal process for com-
panies engaged in the contracting 
business, the effects of revisions of 
contract est imates should be dis-
closed, as required by paragraph 33 
of APB Opinion 20, if they have a 
material effect on financial position 
or operating results.1 5 
14. Paragraph 31 of APB Opinion 20, Ac-
counting Changes, requires that " the ef-
fect of a change in accounting estimate 
should b e accounted for in (a) the period 
of change if the change affects that period 
only or (b) the period of change and future 
periods if the change affects both ." 
15. Paragraph 33 of APB Opinion 20 states: 
The effect on income before extraordinary 
items, net income and related per share 
amounts of the current period should be dis-
closed for a change in estimate that affects 
several future periods, such as a change in 
service lives of depreciable assets or actuarial 
assumptions affecting pension costs. Disclo-
sure of the effect on those income statement 
amounts is not necessary for estimates made 
each period in the ordinary course of ac-
counting for items such as uncollectible ac-
counts or inventory obsolescence; however, 
disclosure is recommended if the effect of a 
change in the estimate is material. 
PROVISIONS FOR ANTICIPATED 
LOSSES ON CONTRACTS 
81. When the current estimates 
of total contract revenue and con-
tract cost indicate a loss, a provision 
for the entire loss on the contract 
shou ld b e m a d e . Provis ions for 
losses should be made in the period 
in wh ich t hey b e c o m e e v i d e n t 
u n d e r e i the r t h e percentage-of-
comple t ion m e t h o d or the com-
pleted-contract method. If a group of 
contracts meets the criteria in para-
graph 36 for combining, they may be 
treated as a unit in determining the 
necessity for a provision for a loss. If 
contracts are segmented based on 
the criteria in paragraph 38 or 39 of 
this statement, the individual seg-
ments should be considered sepa-
rately in determining the need for a 
provision for a loss. 
82. Losses on cost -plus con-
tracts, although less frequent, may 
arise if, for example, a contract pro-
v ides for g u a r a n t e e d m a x i m u m 
reimbursable costs or target penal-
ties. In recognizing losses for ac-
counting purposes, the contractor's 
no rmal cost account ing m e t h o d s 
should be used in determining the 
total cost overrun on the contract, 
and losses should include provisions 
for performance penalties. 
83. The costs used in arriving at 
the es t imated loss on a contract 
should include all direct contract 
costs, including costs allocated from 
direct cost pools. Such pools may in-
clude distributable direct costs that 
are impossible or impracticable to 
charge out to contract cost on a 
specific identification basis. They 
may include costs of items such as 
equipment, small tools, and miscel-
l aneous supp l i e s . I n d i r e c t costs 
should also be included in estimated 
total cost and should be allocated to 
contract cost on a suitable basis. 
Other factors that should be consid-
ered in arriving at the projected loss 
on a contract include target penalties 
and rewards, nonreimbursable costs 
on cost-plus contracts, change or-
ders, and potential price redetermi-
nations. In anticipating losses on 
contracts accounted for under the 
percentage-of-completion method, ' 
general and administrative expenses 
should be included only in circum-
stances in which such expenses are 
allocated as contract costs according 
to paragraph 69(c) of this statement. 
In circumstances in which general 
and admin i s t ra t ive expenses are 
treated as contract costs under the 
completed-contract method of ac-
counting, the estimated loss should 
include the same types of general 
and administrative expenses. 
84. The provision for loss arises 
because estimated cost for the con-
tract exceeds es t imated revenue . 
Consequently, the provision for loss 
should be accounted for in the in-
come statement as an additional con-
tract cost rather than as a reduction 
of contract revenue, which is a func-
tion of contract price, not cost. Un-
less the provis ion is mater ia l in 
amount or unusual or infrequent in 
nature, the provision should be in-
cluded in contract cost and need not 
be shown separately in the income 
statement. If it is shown separately, 
it should be shown as a component of 
the cost included in the computation 
of gross profit. 
85. Provisions for losses on con-
tracts should be shown separately as 
liabilities on the balance sheet, ex-
cept in circumstances in which re-
lated costs are accumulated on the 
balance sheet , in which case the 
provisions may be deducted from 
the related accumulated costs. In a 
classified balance sheet, a provision 
shown as a liability should be shown 
as current to the extent that it is ex-
pected to require assets classified as 
current. 
TRANSITION 
86. An accounting change from 
the completed-contract method or 
from the percentage-of-completion 
method to conform to the recom-
mendations of this statement of posi-
tion should be made retroactively by 
restating the financial statements of 
p r io r p e r i o d s . The r e s t a t e m e n t 
should be made on the basis of cur-
rent information if historical infor-
mation is not available. If the infor-
ma t ion for r e s t a t e m e n t of p r io r 
periods is not available on either a 
historical or current basis, financial 
statements and summaries should be 
res ta ted for as many consecutive 
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prior periods preceding the transi-
tion date of this statement as is prac-
ticable, and the cumulative effect on 
the retained earnings at the begin-
ning of the earliest period restated 
(or at the beginning of the period in 
which the statement is first applied if 
it is not practicable to restate any 
prior periods) should be included in 
determining net income for that 
period (see paragraph 20 of APB 
Opinion 20, Accounting Changes). 
Disclosures should be made in the 
financial statements in the period of 
change in accordance with paragraph 
28 of APB Opinion 20. 
87. Accounting changes to con-
form to the recommendations of this 
statement of position, other than 
those stated in paragraph 86, should 
be made prospectively for contract-
ing transactions, new contracts, and 
contract revisions entered into on or 
after the effective date of this state-
ment. The division encourages ear-
lier application of this statement, in-
cluding retroactive application to all 
contracts regardless of when they 
were entered into. Disclosures 
should be made in the financial 
statements in the period of change in 
accordance with paragraph 28 of 
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TYPES OF CONTRACTS 
Four basic types of contracts are 
distinguished on the basis of their 
pricing arrangements in paragraph 
15 of this statement: (a) fixed-price 
or lump-sum contracts, (b) t ime-
and-material contracts, (c) cost-plus 
contracts, and (d) uni t-price con-
tracts. This appendix describes the 
basic types of contracts in greater de-
tail and briefly describes common 
variations of each basic type. 
FIXED-PRICE OR LUMP-SUM 
CONTRACTS 
A fixed-price or lump-sum con-
tract is a contract in which the price 
is not usually subject to adjustment 
because of costs incurred by the con-
t rac to r . C o m m o n var ia t ions of 
fixed-price contracts are 
1. Firm fixed-price contract—A con-
tract in which the price is not subject 
to any adjustment by reason of the 
cost experience of the contractor or his 
performance under the contract. 
2. Fixed-price contract with economic 
price adjustment.—A contract which 
provides for upward or downward re-
vision of contract price upon the oc-
currence of specifically defined con-
tingencies, such as increases or de-
creases in material prices or labor 
wage rates. 
3. Fixed-price contract providing for 
prospective periodic redetermination 
of price—A contract which provides a 
firm fixed-price for an initial number 
of unit deliveries or for an initial 
period of performance and for pro-
spective price redeterminations either 
upward or downward at stated inter-
vals during the remaining period of 
performance under the contract. 
4. Fixed-price contract providing for 
retroactive redetermination of 
price—A contract which provides for a 
ceiling price and retroactive price re-
determination (within the ceiling 
price) after the completion of the con-
tract, based on costs incurred, with 
consideration being given to manage-
ment ingenuity and effectiveness dur-
ing performance. 
5. Fixed-price contract providing for 
firm target cost incentives—A contract 
which provides at the outset for a firm 
target cost, a firm target profit, a price 
ceiling (but not a profit ceiling or 
floor), and a formula (based on the re-
lationship which final negotiated total 
cost bears to total target cost) for es-
tablishing final profit and price. 
6. Fixed-price contract providing for 
successive target cost incentives—A 
contract which provides at the outset 
for an initial target cost, an initial 
target profit, a price ceiling, a formula 
for subsequently fixing the firm target 
profit (within a ceiling and a floor es-
tablished along with the formula, at 
the outset), and a production point at 
which the formula will be applied. 
7. Fixed-price contract providing for 
performance incentives—A contract 
which incorporates an incentive to the 
contractor to surpass stated perfor-
mance targets by providing for in-
creases in the profit to the extent that 
such targets are surpassed and for de-
creases to the extent that such targets 
are not met. 
8. Fixed-price level-of-effort term 
contract—A contract which usually 
calls for investigation or study in a 
specific research and development 
area. It obligates the contractor to de-
vote a specified level of effort over a 
stated period of time for a fixed dollar 
amount.1 
TIME-AND-MATERIAL CONTRACTS 
Time-and-material contracts are 
contracts that generally provide for 
payments to the contractor on the 
basis of direct labor hours at fixed 
hourly rates (that cover the cost of 
direct labor and indirect expenses 
and profit) and cost of materials or 
other specified costs. Common vari-
ations of time and material contracts 
are 
1. AICPA industry audit guide, Audits of 
Government Contractors (New York: 
American Institute of Certified Public Ac-
countants, 1975), pp. 3-4. 
1. Time at marked-up rate. 
2. Time at marked-up rate, material 
at cost. 
3. Time and material at marked-up 
rates. 
4. G u a r a n t e e d max imum cos t— 
labor only or labor and material. 
COST-PLUS CONTRACTS 
Cost-plus contracts provide for 
r e i m b u r s e m e n t of a l lowable or 
o therwise defined costs incur red 
plus a fee that represents profit. 
Cost-plus contracts usually only re-
quire that the contractor use his best 
efforts to accomplish the scope of the 
work within some specified time and 
some stated dollar limitation. Com-
mon variations of cost-plus contracts 
are 
1. Cost-sharing contract—A contract 
under which the contractor is reim-
bursed only for an agreed portion of 
costs and under which no provision is 
made for fee. 
2. Cost-without-fee contract—A con-
tract under which the contractor is 
reimbursed for costs with no provision 
for a fee. 
3. Cost-plus-fixed-fee contract—A 
contract under which the contractor is 
reimbursed for costs plus the provi-
sion for a fixed fee. 
4. Cost-plus-award-fee contract—A 
contract under which the contractor is 
reimbursed for costs plus a fee consist-
ing of two parts: (1) a fixed amount 
which does not vary with performance 
and (2) an award amount based on per-
formance in areas such as quality, 
timeliness, ingenuity, and cost-
effectiveness. The amount of award 
fee is based upon a subjective evalua-
tion by the government of the contrac-
tor's performance judged in light of 
criteria set forth in the contract. 
5. Cost-plus-incentive-fee contract 
(Incentive based on cost)—A contract 
under which the contractor is reim-
bursed for costs plus a fee which is 
adjusted by formula in accordance 
with the relationship which total al-
26 
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lowable costs bear to target cost. At 
the outset there is negotiated a target 
cost, a target fee, a minimum and 
maximum fee, and the adjustment 
formula. 
6. Cost-plus-incentive-fee contract 
(Incentive based on performance)—A 
contract under which a contractor is 
reimbursed for costs plus an incentive 
to surpass stated performance targets 
by providing for increases in the fee to 
the extent that such targets are sur-
passed and for decreases to the extent 
that such targets are not met.2 
2. AICPA industry audit guide, Audits of 
Government Contractors, pp. 4-6. 
UNIT-PRICE CONTRACTS 
Unit-price contracts are contracts 
under which the contractor is paid a 
specified amount for every unit of 
work performed. A unit-price con-
tract is essentially a fixed-price con-
tract with the only variable being 
units of work performed. Variations 
in unit-price contracts include the 
same type of variations as fixed-price 
contracts. A unit-price contract is 
normally awarded on the basis of a 
total price that is the sum of the 
product of the specified units and 
unit prices. The method of deter-
mining total contract price may give 
rise to unbalanced unit prices be-
cause units to be delivered early in 
the contract may be assigned higher 
unit prices than those to be deliv-
ered as the work under the contract 
progresses. 
APPENDIX C 
ILLUSTRATIONS OF SEGMENTING CRITERIA 
Information relating to the seg-
menting of contracts for revenue 
recognition purposes and the criteria 
for segmenting are discussed in 
paragraphs 37 to 39. The following 
examples illustrate the application of 
those criteria in specific circum-
stances: 
1. A design/build contractor 
negotiates a contract that provides 
for design engineering, procure-
ment, and construction of a nu-
clear power plant. The contract 
specifies the separate phases of 
the work, and, for this type of 
project, the phases are frequently 
contracted separately. Moreover, 
the contractor has a significant 
history of providing similar ser-
vices to other customers contract-
ing for the phases separately. 
Such a history shows a relatively 
stable pricing policy. The contrac-
tor's normal fee on design en-
gineering is 15%, on procure-
ment, 2%, and on construction, 
5%. These rates are commensu-
rate with the different levels of 
risk attributable to the separate 
phases, and the aggregate of the 
values of the separate phases pro-
duced from such a fee structure is 
approximately equal to the overall 
contract price. The similarity of 
services and prices in the contract 
segments to services and the 
prices of such services to other 
customers contracted separately 
is documented and verifiable. The 
contract does not meet the first 
set of criteria (paragraph 38) but 
does meet the second set of 
criteria (paragraph 39) and there-
fore qualifies for segmenting. 
However, if any one of the re-
quired conditions in paragraph 39 
is not met, segmenting would not 
be appropriate. For example, the 
contractor's significant history 
might have been with fossil fueled 
instead of nuclear powered 
generating plants. Or the dif-
ferent gross profit rates, even 
though supported by the contrac-
tor's history, might not be jus-
tified by different levels of risk or 
by disparities in the relationship 
of supply and demand for the 
segment services. Such circum-
stances could arise from an erratic 
or unusual labor market for a par-
ticular project. 
2. A contract provides for construc-
tion of an apartment building, 
swimming pool, and other 
amenities. The contractor has a 
significant history of providing 
similar services to other custom-
ers who have contracted for such 
services separately. His signifi-
cant history is one of a relatively 
stable pricing policy. He wishes 
to assign values to the segments 
on the basis of his normal histori-
cal prices and terms to such cus-
tomers. On that basis, the aggre-
gate of the segment values will 
approximate the total contract 
price. However, although this 
contractor performs the phases 
separately, the practice is unusual 
and is not done by other contrac-
tors in the industry. Also, the dif-
ferent gross profit rates that the 
contractor would ascribe to the 
segments based on his history 
cannot practicably be related to 
economic risk or supply and de-
mand disparities. Since the facts 
do not meet the criteria in either 
paragraph 38 or 39, the contract 
should not be segmented. 
3. A contractor is a road builder, 
performing alternately under con-
tracts in which much of the work 
is subcontracted and under con-
tracts in which he performs all the 
work himself. Under contracts in-
volving subcontractors, the con-
tractor generally realizes a lower 
profit margin due to the spread of 
risk to subcontractors. He there-
fore wishes to segment his con-
tract revenues between the sub-
contracted portions of the work 
and the portions that he performs 
himself, assigning a greater 
amount of revenue to the latter 
and a lesser amount to the former. 
His history with both types of 
work is significant and is sup-
ported by a relatively stable pric-
ing policy. However, it is not cus-
tomary for the portions of the 
work to which the greater 
amounts of revenue are to be as-
cribed to be contracted separately 
from the other portions. The con-
tract should not be segmented 
since the criteria in paragraphs 38 
and 39 have not been met. 
4. An electrical and mechanical sub-
contractor is awarded both the 
electrical and mechanical work 
based on separate, independent 
bids. Separate subcontracts are 
signed and become the profit cen-
ters for profit recognition pur-
poses. Had the work been 
negotiated as a package, the con-
tract might have been segmented 
only if the criteria in either para-
graph 38 or 39 had been met. 
5. A contractor is awarded a contract 
to construct three virtually identi-
cal generating power plants in dif-
ferent locations. His costs will 
vary because of differences in site 
work, transportation, labor condi-
tions, and other factors at the 
three locations. He wishes to 
segment contract revenues in re-
sponse to cost differences. He has 
a significant history of construct-
ing generating plants under sepa-
rate contracts under a relatively 
stable pricing policy. However, 
segmenting contract revenues on 
this basis would not be commen-
surate with the different levels of 
risk or the supply or demand dis-
parities of the three projects. The 
contract should not be segmented 
in these circumstances. 
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APPENDIX D 
ILLUSTRATIONS OF ALTERNATE METHODS OF DETERMINING 
EARNED REVENUE, COST OF EARNED REVENUE, 
AND GROSS PROFIT ON CONTRACTS 
UNDER THE 
PERCENTAGE-OF-COMPLETION METHOD 
Illustration of the Alternative A Procedure of Computing income Earned 
Under the Percentage-of-Completion Method 
The following hypothetical data are used to illustrate the computation of income earned under the Alternative A 
procedure. A contracting company has a lump-sum contract for $9 million to build a bridge at a total estimated cost of $8 
million. The construction period covers three years. Financial data during the construction period are as follows: 
Year 7 Year 2 Year 3 
Total estimated revenue 
Cost incurred to date 
Estimated cost to complete 
Total estimated cost 
Estimated gross profit 
Billings to date 
Collections to date 



























The amount of revenue, costs, and income recognized in the three periods would be as follows: 
Year 1 (25% completed) 
Earned revenue ($9,000,000 X .25) 
Cost of earned revenue ($8,050,000 X .25) 
Gross profit 
Gross profit rate 
Year 2 (75% completed) 
Earned revenue ($9,100,000 X .75) 
Cost of earned revenue ($8,100,000 X .75) 
Gross profit 
Gross profit rate 
Year 3 (100% completed) 
Earned revenue 
Cost of earned revenue 
Gross profit 
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Compar ison of A l t e r n a t i v e A a n d A l t e r n a t i v e B 
The following hypothetical data are used to compare the income statement and balance sheet effects of Alternative A 








































The results of measuring earned revenues, cost of earned revenues, and gross profit by Alternative A and Alternative 





Costs of earned revenue 
Gross profit 
% of gross profit 
Year 2 
Earned revenue 
Cost of earned revenue 
Gross profit 
% of gross profit 
Year 3 
Earned revenue 
Cost of earned revenue 
Gross profit 
% of gross profit 
Balance Sheet Debit (Credit) 
Year 1 
Cost of uncompleted contracts and 




Excess of billings over costs incurred and 

































EXPOSURE DRAFT 31 
Discussion of the Results Under the Two Methods 
Under Alternative A, earned revenue, cost of earned revenue, and gross profit are measured by the extent of 
progress toward completion. Under Alternative B, only the amount of gross profit is measured by the extent of progress 
toward completion. Therefore, the same amount of gross profit is reported under either method. However, under 
Alternative B, earned revenue is the amount of costs incurred during the period plus the amount of gross profit 
recognized based on the extent of progress toward completion, and the cost of earned revenue is the amount of costs 
incurred during the period. For that reason, earned revenue and cost of earned revenue under Alternative B are not 
comparable to the measurement of extent of progress toward completion unless the extent of progress is measured by 
the cost-to-cost method. 
Except for differences in the descriptive account titles, the net balance sheet effect under the two methods is the 
same. 
APPENDIX E 
(Exhibits 1 through 8) 
CASE EXAMPLES OF COMPUTATIONS OF INCOME EARNED 
(All Computations Are Based on the Alternative A Procedure) 
Exhibit Description Exhibit Number 
Cost-to-Cost Method 1 
Labor-Hours Method 2 
Construction Management 3 
Unit Price 4 
Zero Profit 5 
Loss Contract 6 
Combining 7 
Segmenting 8 
Exhibit 1—Cost-to-Cost Method 
A general contractor specializes in the construction of commercial and industrial buildings. The contractor is experi-
enced in bidding long-term construction projects of this type, with the typical project lasting fifteen to twenty-four 
months. The contractor uses the percentage-of-completion method of revenue recognition since, given the characteris-
tics of the contractor's business and contracts, it is the most appropriate method. That is, the contracts entered into by 
the contractor normally specify clearly the rights of the parties regarding services to be provided, consideration, etc.; 
and the contractor has demonstrated the ability to provide dependable estimates of contract revenue, contract costs, 
and gross profit. Progress toward completion is measured on the basis of incurred costs to estimated total costs since, in 
the opinion of management, this basis of measurement is most appropriate in the circumstances. 




Materials and subcontractors 
Indirect cost 







After construction began, a change order was negotiated, increasing the lump-sum price by $150,000 at an estimated 
additional contract cost of $120,000 (labor-$10,000, materials-$110,000). 
At the end of the first year, the following was the status of the contract: 
Billings to date $ 800,000 
Costs incurred to date 
Labor $120,000 
Materials and subcontractors 478,000 
Indirect costs 50,000 648,000 
Latest forecast total cost ($1,200,000 + $120,000) 1,320,000 
Standard electrical and mechanical materials stored on the job site, 
included in job cost, but not installed 40,000 
Steel in fabricator's plant, including steel cost of $60,000 and labor cost 
based on 1,000 hours of labor at $20 per hour, included in job cost 
(steel is 100% complete and has been fabricated specifically to 
meet the unique requirements of this project) 80,000 
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Cost of earned revenue $608,000 
Estimated earnings on contracts in progress* 151,000 
Earned revenue $759,000 
* Nominal account, closed to progress billings. 
Assuming the contract is completed in the next year with no change in price or cost, the results would appear in the 
income statement as follows: 
Year 
1 








































Exhibit 2—Labor-Hours Method 
A general contractor specializes in the construction of industrial plants for manufacturing-oriented businesses. The 
construction period of the typical manufacturing facility may range from thirteen to twenty months. Because of the 
nature of the construction contracts and the practices followed by the contractor, it has been determined that the 
percentage-of-completion method of revenue recognition is appropriate for him. More specifically, the contracts 
entered into by the contractor explicitly state the rights of the parties concerning services to be provided, consideration 
to be given or received, etc. In conjunction with the contractor's experience with estimating contract revenue and 
contract costs, the nature of the construction contracts referred to above provides a sound basis for the contractor using 
percentage-of-completion as his revenue recognition basis. 
It is management's opinion that the labor-hours method is the best measure of progress toward completion. Esti-
mated labor hours must include the labor hours of the company as well as the labor hours of its subcontractors who are 
producing goods designed or made specifically for the project. For example, if the company buys standard steel items 
for the project, the labor hours incurred by the steel company in the production of these standard items would not be 
included in total labor hours; however, if a steel fabricator buys standard steel items and incurs 1,000 hours of labor in 
= 46% complete 
Earned revenue = 46% X contract price 
= 46% X ($1,500,000 + $150,000) 
= $759,000 
Cost of earned revenue = 46% X $1,320,000 
= $608,000 
The costs of the electrical and mechanical materials at the job site are excluded from "costs incurred to date" because 
the materials consist of stock items and have not yet become an integral part of the project; on the other hand, the 
$80,000 of steel is included in "costs incurred to date" because the steel is now specifically fabricated to meet the 
specifications of this project and, therefore, may be considered a part of the project at this point. 
An entry is therefore required to reclassify the $40,000 cost of materials not installed from accumulated cost of 
contracts in progress to materials inventory. Also, an entry must be made to reflect earned revenue and related costs in 
the income and expense accounts. On the assumption that all costs related to the contract have been charged to the 
balance sheet account, accumulated costs of contracts in progress, and all billings to the balance sheet account, progress 
billings, the following entry would be made: 
DR CR 
Computations under the percentage-of-completion method are as follows: 
Measure of progress Costs incurred to date 
Estimated total cost 
$648,000 - $40,000 
$1,320,000 
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the fabrication of such items specifically for the company's project, the 1,000 hours of fabricating labor should be 
included in total hours. If management is unable to obtain accurate estimates of its own or all appropriate subcontrac-
tors' labor hours at the beginning of the project and as work progresses, the labor-hours method should not be used. 
Another appropriate method should be selected. 




Materials and subcontractors 
Indirect cost 







In the bid summary above, labor cost represents only the estimated labor cost to be incurred by the general contractor; 
material cost includes the cost of all material used in the project (including the fabricated steel). 
After construction began, a change order was negotiated, increasing the lump-sum price by $150,000 at an estimated 
additional contract cost of $120,000 (labor-$10,000, materials-$110,000). 
At the end of the first year, the following was the status of the contract: 
Billings to date $ 800,000 
Costs incurred to date 
Labor $120,000 
Materials and subcontractors 478,000 
Indirect costs 50,000 $ 648,000 
Latest forecast total cost ($1,200,000 + $120,000) $1,320,000 
Standard electrical and mechanical materials stored on the job site, 
included in job cost, but not installed $ 40,000 
Steel in fabricator's plant, including steel cost of $60,000 and labor cost 
based on 1,000 hours of labor at $20 per hour, included in job cost 
(steel is 100% complete and has been fabricated specifically to meet 
the unique requirements of the project) $ 80,000 
At the close of period one, the company's labor hours incurred total 6,000, the steel fabricator's 1,000, and all other 
subcontractors' 3,080. Estimated total labor hours for the project at completion total 21,000. 
Computations under the percentage-of-completion method are as follows: 
Measure of progress = 
Earned revenue = 
Cost of earned revenue = 
Labor hours to date (10,080) 
Forecast total labor hours (21,000) 
48% complete 
48% X contract price 
48% X ($1,500,000 + $150,000) 
48% X $1,650,000 
$792,000 
48% X estimated total cost 
48% X $1,320,000 
$633,600 
An entry is required to adjust the $40,000 cost of materials that have not entered into the revenue recognition 
process from accumulated cost of contracts in progress to materials inventory. 
Materials inventory $40,000 
Cost of contracts in progress $40,000 
After the adjustment, the balance of the cost incurred to date remaining in the construction-in-progress account is 
$608,000 (i.e., $648,000 - $40,000 = $608,000). However, since the cost of earned revenue as previously computed is 
$633,600, an additional adjustment of $25,600 is required to properly state the cost associated with the revenue earned 
for the period (i.e., $633,600 - $608,000 = $25,600). 
Cost of contract in progress $25,600 
Liability for contract work to be performed $25,600 
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Assuming that the contract is completed in the next fiscal year with no change in price or cost, the results would 



























Exhibit 3—Construction Management 
A construction company enters into a construction management contract for the construction of a paper mill. The 
contract is a cost-plus contract in which the contractor acts solely in the capacity of an agent and has no risks associated 
with the costs managed. That is, the contractor is not responsible for the nature, type, characteristics, or specifications 
of materials or for the ultimate acceptance of the project; moreover, the contractor's fee was based on the lack of risk 
inherent in the negotiated contract. 
Consistent with the "risk-free" nature of the management contract, the company measures job progress based on the 
labor hours for which it has direct control. That is, only those labor hours incurred as a result of the actual management 
effort should be used to measure job progress. Thus, the hours incurred by the various contractors and subcontractors 
on the project do not enter into the measure of job progress from the construction manager's standpoint. 
The contractor may accrue his fees as they become billable, assuming they are at a constant percentage of costs 
incurred. The following example, which assumes that the contractor employs the labor-hour method, gives the same 
results, since labor hours are the basis for fee reimbursement. Since he has no risks associated with subcontractors' 
work, their labor hours will be excluded from the computation. 
Assume: 
Total estimated construction 
hours 
management 
Cost per hour (includes indirect costs) 
Total estimated costs 
Fee (15%) 
Total estimated revenue 
At the end of the first year: 
Hours used 
Estimated total hours 









The contract is completed in the second year, and there are no changes in estimates of contract revenues and costs for 
the duration of the contract. 
The accounting for the contract for the two years is as follows: 
A roadbuilder performs work primarily as a subcontractor on large highway projects. On these projects, the com-
pany's work consists only of the laying of concrete. All site preparation and other work is performed by the general 
contractor or by subcontractors to the general contractor. The cost elements include labor and related costs, cost of 
expansion and contraction joints, the cost of reinforcing steel, the cost of cement and other materials, and equipment 
costs. The company reports its income on the percentage-of-completion basis and measures progress toward comple-
tion on the basis of units of work completed, since all costs are incurred essentially equally as square yards of concrete 
are laid (with the exception of mobilization and demobilization costs, which are incurred at the beginning and end of the 
job). 
Contract revenues (hours used at $20 X 115 percent) 
Contract costs (includes indirect costs) 
Gross profit (15%) 
First Second 
Year Year Total 
$92,000 $138,000 $230,000 
80,000 120,000 200,000 
$12,000 $ 18,000 $ 30,000 
Exhibit 4—Unit Price 
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The contract sets forth ten separate pay items, which, when totaled and converted to price per square yard of 
concrete, equal $12 per square yard for concrete that is to be 9" thick. Estimated square yards of concrete to be laid 
approximate 450,000, and estimated total cost is $5,000,000. Costs incurred through February 28, 1978, excluding 
mobilization costs incurred, total $2,200,000, which includes $100,000 of material not used. Mobilization costs incurred 
total $70,000, and projected demobilization costs total $30,000. Physical output, as reported by the state engineer and 
confirmed by the company engineer, totals 200,000 square yards at February 28, 1978. 
Input information (square yards of concrete poured) should not be used for determination of revenue since the 
company must lay the concrete in excess of 9" thick to meet state requirements that concrete not be less than 9" thick 
based on test borings; thus, input in terms of cubic yards poured would exceed billable output. Accordingly, the output 
measure (square yards laid) is the appropriate measure of progress. 
The company's earned revenue and costs of earned revenue through February 1978 are computed as follows: 
Measure of progress 
Earned revenue 
Cost of earned revenue 
Square yards laid 




% complete X estimated total revenue 
44% x $5,400,000 
$2,376,000 
% complete X estimated total cost 
44% X $5,000,000 
$2,200,000 
Additional Considerations 
A roadbuilder may serve as the prime contractor and perform all site preparation, sewer, and other related work. In 
such a case, no single unit measurement will appropriately measure progress toward completion, and accordingly it will 
be preferable to use a combination of different unit measurements, labor hours, or cost to cost. 
If the cost-to-cost method is used to measure progress toward completion, it is necessary to include the mobilization 
costs ($70,000) and to exclude the material not used ($100,000) from the cost incurred in the measure of progress 
calculation. The computation is as follows: 
Measure of progress Cost incurred to date Estimated total cost 
$2,200,000 + $70,000 $100,000 
$5,000,000 
= 43% complete 
Exhibit 5—Zero Profit 
A contractor has been awarded a fixed-price contract with escalation clauses for the construction of a housing project 
in Saudi Arabia. The contractor has no construction experience in that part of the world, and various uncertainties 
involving mobilization, procurement costs, and labor costs make it difficult to determine the amount of total contract 
revenue and costs. However, while the contractor is unable to estimate total contract costs as either a single amount or 
range of amounts, the terms of the contract provide protection for the contractor from incurring a loss under any 
reasonable circumstances. The contract price is $460,000,000. 
For purposes of this illustration, it is assumed that there are no changes in estimates of contract revenues for the 
duration of the contract. The contractor is consistently using an acceptable measure of progress; and at the end of the 
first year relating to this contract, the project is considered to be 12 percent complete. Costs incurred to date are 
$67,200,000. Since inception there has been no improvement in the contractors ability to estimate total costs in terms 
of a single amount or range of amounts. 
Following is the status of the project for accounting purposes at the end of the first year: 
Earned revenue (12 percent of $460,000,000) 
Cost of earned revenue 
Gross profit 
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At the end of the second year, the contractor can estimate that the total contract costs will be between $410,000,000 
and $440,000,000. The measure of work completed indicated that the project is 31 percent complete at that date. Costs 
incurred to date are $142,400,000. 
Following is the status of the project for accounting purposes at the end of the second year. The maximum estimated 
costs were used in accounting for the contract. 
Earned revenue 
(12 percent and 31 percent of $460,000,000) 
Cost of earned revenue 
(second year is on the basis of $440,000,000 
total estimated cost) 
Gross profit 
Deferred costs at end of year 














The change from the zero profit method is a change in estimate, and the effect of the change on the second year 
should be disclosed (see paragraph 79 under Revised Estimates). In this illustration, the effect of the change is 
$1,200,000, computed as follows: 
At the end of the first year, using revised estimates— 
Earned revenue, 12 percent of $460,000,000 
Cost of earned revenue, 12 percent of $440,000,000 
Gross profit 
Gross profit recognized to date 
Effect of change in estimate, before tax effect 
Tax effect, at assumed 50 percent rate 







Following is a summary of the contract for the first and second years and the remaining years to completion. For this 
purpose, it is assumed there are no subsequent changes in estimates of contract costs from the $440,000,000 maximum 
estimate at the end of the second year. 
Earned revenue 
Cost of earned revenue 
Gross profit 




















Exhibi t 6—Loss Contract 
A contractor specializes in underground construction work. As a rule, the projects on which the contractor works take 
from two to three years to complete. The contractor uses the percentage-of-completion method of revenue recognition 
since, given the contractor's ability to estimate contract costs, revenue, and progress, it is the most appropriate 
method. Furthermore, the contractor's standard contract normally includes provisions that specify the enforceable 
rights regarding the work to be performed, consideration, and terms of settlement. Taken in combination, these factors 
provide a sound basis for the use of percentage-of-completion. 
In 19X7 the contractor obtained a contract for $1,620,000. Profit was estimated at $243,000. At December 31, 19X7, 
$500,000 had been billed, costs of $510,000 had been incurred, and estimated costs to complete were projected to be 
$867,000, resulting in the projected profit of $243,000. The cost to complete was determined by the job superintendent 
and was checked against engineering estimates of units of work completed and units of work to be completed. During 
19X8 the company encountered heavy rains, worse than anticipated soil conditions, and field supervision problems. As 
a result of this, a loss of $60,000 was projected at the completion of the project. At December 31, 19X8, billings of 
$1,480,000 had been made, costs of $1,550,000 had been incurred, and costs to complete were estimated at $130,000. 
Using the foregoing information, the percentage of completion is computed below for both years, using cost to cost 
for progress measurement purposes. Cost to cost is used in this situation because management believes it provides the 
most accurate measure of job progress under the current contract conditions. 
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Provision for loss on uncompleted contract (statement of income) $60,000 
Estimated losses on uncompleted contracts (balance sheet) $60,000 
For income statement purposes, the provision for loss can be included in related costs; however, if the amount is 
material, consideration should be given to disclosing the amount as a separate line item or in the notes to financial 
statements. 
Work under the contract is completed in 19X9, and there are no further changes in contract revenues and costs. A 
loss of $60,000 was incurred on the contract. 
The computation of earned revenue, job costs, and gross profit for income statement purposes is shown below: 
19X7 (37% completed) 
Earned revenue ($1,620,000 X 37%) 
Cost of earned revenue ($1,377,000 X 37%) 
Gross profit 
Gross profit rate 
19X8 (92% completed) 
Earned revenue ($1,620,000 X 92%) 
Cost of earned revenue (Note) 
Gross profit 
Gross profit rate 
19X9 (100% completed) 
Earned revenue ($1,620,000 X 100%) 
Cost of earned revenue ($1,620,000 X 100% plus loss) 
Gross profit 
Gross profit rate 
Note: The cost of earned revenue at the end of 19X8, the year in which the estimated loss became known, is 
computed as follows: 
Estimated total cost to extent of total estimated revenue $1,620,000 
Measure of progress X 92% 
Cost of earned revenue before loss provision $1,490,400 
Add estimated total loss 60,000 
Cost of earned revenue $1,550,400 
Exhibit 7—Combining 
A contractor who specializes in the construction of multi-family residential and commercial properties was ap-
proached by a prospective customer late in the fall to discuss the construction of a residential housing and shopping 
center project. They arrived at general conceptual agreement as to the nature of the work and appropriate timing and 





























In view of the fact that a loss will be incurred, it is necessary that the entire amount of the estimated loss at December 
31, 19X8, be accrued since generally accepted accounting principles require that a provision for the entire estimated 




Measure of progress = 
19X8 
Measure of progress = 
costs incurred to date 
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investment groups for the properties, and drawings and building specifications were then completed. The contractor 
was awarded the job, but under separate contracts for the apartment complex portion of the project and the shopping 
center. The developer explained that he needed separate contracts due to financing requirements and in order to 
maximize tax benefits for the investors. 
When presented the contracts, the contractor stated that the breakdown of price between the two sections of the 
project was not in agreement with his pricing structure. However, the contractor noted that the combined contract 
prices resulted in a gross profit that was satisfactory to him. Because of this and since the work on the separate phases 
would be performed in a relatively common time frame, he signed the contracts as they were prepared. Before signing 
the contracts, though, the contractor told the developer that it would not be practical to separate costs between the two 
projects, since the same work crew and same machinery would be used jointly on the two phases. The contractor 
concluded that it would be appropriate to account for the two projects on a combined basis and report his financial 
results accordingly. 
Estimated total contract revenues and costs for the two contracts are as follows: 
Apartment Shopping 
Project Center Total 
Estimated contract revenue 
Estimated contract costs 
Estimated gross profit 
Gross profit rate 
For purposes of this illustration, it is assumed that there are no changes in estimates of contract revenues or costs for 
the duration of the contracts and that the contractor uses the labor-hours method in determining percentage of 













Labor hours incurred to 
date 
Estimated total contract 
labor hours 















Based on the foregoing, the recognized revenue, cost, and gross profit for the combined contract for the first fiscal 
year and for the second fiscal year of the contract is as follows: 
First Year Second Year Total 
Year 1 (60% completed) 
Earned Revenue (60% x $7,000,000) $4,200,000 $4,200,000 
Cost of earned revenue (60% X $5,800,000) 3,480,000 3,480,000 
Gross Profit $ 720,000 $ 720,000 
Gross profit rate 17% 17% 
Year 2 (100% complete) 
Earned Revenue ($7,000,000 x 100%) $4,200,000 $2,800,000 $7,000,000 
Cost of earned revenue ($5,800,000 X 100%) 3,480,000 2,320,000 5,800,000 
Gross profit $ 720,000 $ 480,000 $1,200,000 
Gross profit rate 17% 17% 17% 
If the contracts had not been combined, the following difference would have occurred in the revenue, costs, and 
gross profit reported at the end of year 1. 
Apartment Project (56.25% complete) 
Shopping Center (75% complete) 
Total 
Amounts reported under combining 
Difference in amounts at end of first year if 









- $2,250,000 = 
1,350,000 = 
- $3,600,000 = 























A company specializes in the engineering, procurement of materials, and construction of chemical processing plants. 
The company has been awarded one such contract, which is priced at cost, plus 10 percent allowances for indirect costs 
on engineering and procurement phases and a fixed fee of $225,000. The scope of the contract calls for those separable 




Estimated total contract revenue is computed as follows: 
Engineering 
8000 hours at $20 $ 160,000 
Allowance for indirect costs 16,000 
Procurement 
2000 hours at $20 40,000 
Allowance for indirect costs 4,000 
Construction, including labor, materials, 
subcontract, and indirect costs 4,800,000 
$5,020,000 
Fixed fee 225,000 
$5,245,000 
The contractor meets the criteria for segmenting. In addition to the contract specifying the separate phases of the 
work, such phases are frequently contracted separately, and the contractor has a significant history of providing the 
engineering services to other customers separately. Such a history shows a relatively stable pricing policy. The 
similarity of services and prices on the contract segments to services and the prices of such services to other customers 
contracted separately is documented and verifiable. In the past the contractor's normal fees have been 15 percent on 
engineering, 2 percent on procurement, and 5 percent on construction. Those rates are commensurate with the 
different levels of risk attributable to the separate phases of the work. A comparison of the aggregate of the values of the 
separate phases of the contract that would have been produced from such a fee structure to the contractual fee 
arrangement is as follows: 
Engineering 
Direct costs 
Allowance for indirect costs 
Normal fee, at 15% 
Procurement 
Direct costs 
Allowance for indirect costs 
Normal fee, at 2% 
Construction (total costs) 
Normal fee, at 5% 
Estimated total contract revenue and fee 
Excess of the sum of the prices of the 
separate elements over estimated 
























This excess is attributable to cost savings incident to performance as a single project. The contractor segments 
revenues into the three profit centers in the manner set forth below. Note that the contract provision stipulating a 25 
EXPOSURE DRAFT 41 
percent profit margin for engineering is not used, since that margin is not supported by historical experience. 





















Normal historical fee, as stated above 
Less reduction to reflect allocation of the excess 
amount, in proportion to the above prices 
Adjusted fee 
Estimated total cost 
Estimated total contract revenue, 
as adjusted 
For purposes of this illustration, it is assumed that there are no changes in estimates of contract revenues, costs, and 
labor hours for the duration of the contract. The contractor uses the labor-hours method in determining measure of 
progress. Construction hours include the hours of the construction manager, the general contractor, and all subcontrac-
tors. At the end of the first year, the following is the contract status: 
Assuming the contract is completed in the second fiscal period, recognized revenues, costs, and gross profit for the 








































Incurred Estimated Measure 
Profit to Total of 
Center Date Labor Hours Progress 
Engineering 40,000 hrs. l4,000 hrs. 90.9% 
Procurement 5,500 11,000 50.0% 
Construction 75,000 600,000 12.5% 
120,500 hrs. 655,000 hrs. 18.4% 
Recognized revenues, costs, and gross profit for the first fiscal period are as follows: 
Recognized Cost Gross 
Profit Center Revenues incurred Profit 
Engineering 
revenues are 90.9% of estimated total 
revenues of $198,224 $180,186 
costs are 90.9% of estimated total 
costs of $176,000 $159,984 $ 20,202 
Procurement 
revenues are 50.0% of estimated total 
revenues of $44,741 $ 22,370 
costs are 50.0% of estimated total 
costs of $44,000 $ 22,000 $ 370 
Construction 
revenues are 12.5% of estimated total 
revenues of $5,002,035 $625,254 
costs are 12.5% of estimated total 
costs of $4,800,000 $600,000 $ 25,254 
$827,810 $781,984 $ 45,826 
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Profit Center Year 1 Year 2 Total 
Construction 
Earned revenue $625,254 $4,376,781 $5,002,035 
Cost of earned revenue 600,000 4,200,000 4,800,000 
Gross profit $ 25,254 $ 176,781 $ 202,035 
Total Contract 
Earned revenue $827,810 $4,417,190 $5,245,000 
Cost of earned revenue 781,984 4,238,016 5,020,000 
Gross profit $ 45,826 $ 179,174 $ 225,000 
If the contract had not been segmented, recognized revenues for year 1 would have been revised as follows: 
Earned revenue (18.4% complete X $5,245,000) $965,080 
Costs of revenue (18.4% complete X $5,020,000) 923,680 
Gross profit without segmenting $ 41,400 
Gross profit under segmenting 45,826 
Additional gross profit under segmenting—year 1 $ 4,426 
APPENDIX F 
CASE EXAMPLE OF CHANGE IN ACCOUNTING ESTIMATE 
Accounting Principles Board Opinion 20 requires that a change in accounting estimate be accounted for in (a) the 
period of change if the change affects that period only or (b) the period of the change and future periods if the change 
affects both. Paragraph 33 of Accounting Principles Board Opinion 20 requires disclosure of the effect on income before 
extraordinary items, net income, and the related per share amounts of the current period for a change in an accounting 
estimate that affects several future periods, such as a change in service lives of depreciable assets or in actuarial 
assumptions affecting pension costs. Accounting Principles Board Opinion 20 does not require, but recommends, 
disclosure of the effect on those income statement amounts of changes in accounting estimates made each period in the 
ordinary course of accounting for such items as uncollectible accounts or inventory obsolescence. 
An illustrative example of the calculation and disclosure of the effects of an accounting change is as follows: 
(in thousands) 
Assume, at the end of year 1: 
Contract revenue, at 50% complete $ 50,000 
Contract costs 45,000 
Recognized profit $ 5,000 
Assume, at the end of year 2: 
Contract revenue (cumulative), at 90% complete $105,000 
Contract costs (cumulative) 90,000 
Recognized profit, cumulative $ 15,000 
Recognized profit, year 2 $ 10,000 
At the end of year 1, contract revenues at completion were estimated to be $100,000,000 (contract price), and 
contract costs at completion were estimated to be $90,000,000. However, at the end of year 2, contract revenues at 
completion were estimated to be $116,667,000, and contract costs were estimated to be $100,000,000. The change in 
estimate is attributable to the following factors: 
Revenues Costs 
(in thousands) (in thousands) 
A change order added $16,667,000 to estimated total revenues and $7,000,000 to 
estimated total costs. The change order was agreed to in the second year. $ 16,667 $ 7,000 
Due to inefficiencies not known at the end of year 1, it was later determined that 
estimated total contract costs (excluding the change order) should have been 
$93,000,000 rather than $90,000,000. For the same reason, it was determined 
that the percentage of completion at the end of year 1 should have been 48.4 
percent rather than 50 percent. 3,000 
Estimates of revenues and costs at completion, made at end of year 1 100,000 90,000 
Estimates of revenues and costs at completion, made at end of year 2 $116,667 $100,000 
The calculation of the effects of the changes in estimates on year 2 net income follows. The effect of the change order is 
excluded from the calculation since it is clearly a year 2 event. However, in most circumstances change orders would 
not have to be eliminated since their effect would be immaterial. 
(in thousands) 
At the end of year 1, using revised estimates: 
Contract revenues (original contract) $100,000 
Contract costs (original contract) 93,000 
Estimated total profit $ 7,000 
Percent complete (revised estimate) 48.4 
Recognizable profit $ 3,388 
Profits recognized originally 5,000 
Effect of change in estimate, before income taxes $ 1,612 
Income taxes at 50% 806 
Effect of change in estimate $ 806 
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The following is an example of disclosure of the effect of this change; 
Revisions in estimated contract profits are made in the year in which circumstances requiring the revision become known. The 
effect of changes in estimates of contract profits was to increase net income of 19X2 by §806,000 ($.12 per share) from that 
which would have been reported had the revised estimate been used as the basis of recognition of contract profits in the 
preceding year. 
APPENDIX G 
SUMMARY OF DISCLOSURE RECOMMENDATIONS 
IN STATEMENT OF POSITION 
Paragraph 
of SOP Nature of Disclosure 
21 Accounting policy—methods of reporting revenue 
32 Deviation from basic accounting policy for a single contract or a group of contracts 
37 Segmenting contracts 
42 Method or methods of measuring extent of progress toward completion 
49 Criteria for determining substantial completion 
59(b) Information on deferred cost of unpriced change orders 
62-64 Information on revenue and costs arising from claims 
69(h) Method of assigning costs to contracts and major types of contract costs 
80 Effects of changes in estimates on contracts 
86-87 Effects of accounting changes to conform to SOP 
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